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FOREWORD
With the passage of the Tax Reduction Act of 1975, the Tax Reform Act 
of 1976, and the interest shown by Congress and the administration in 
reforming our self-assessment tax system, it is evident that our country’s 
leaders are making a tremendous effort to review the many basic concepts 
that form the foundation of our tax system. The federal taxation division of 
the American Institute of Certified Public Accountants strongly supports 
these efforts and is hopeful that greater equity and simplification of the tax 
system will result.
The tax division has published policy statements on capital forma­
tion, the value-added tax, and estate and gift provisions. These statements 
have been distributed to members of Congress and other government 
officials for their use in formulating legislative programs in these areas.
The division is presently studying a number of areas that are vital to 
the continued development and improvement of our tax system. These 
areas include tax simplification, energy taxation, estate and gift taxation, 
price-level changes, and international taxation, among others. Most of 
these areas are significant to the average taxpayer and thus deserve consid­
eration by Congress as well as by the Institute. The tax division, as it has 
in the past, is ready to respond to requests from both the Congress and the 
administration for assistance in formulating a sound tax policy.
As part of this effort, the legislative recommendations contained in 
this booklet are offered for consideration. We urge their adoption.
Federal Taxation Division
American Institute of Certified Public Accountants
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IRC SECTION Page
Determination of 
Tax Liability
SECTION 47
Disposition of Section 38 Property—Additional 
Exceptions
Section 47(b) should be amended to provide an additional exception to 
the definition of “early dispositions” where the sale or exchange of 
qualifying section 38 property by one member of a “controlled group” 
(as defined in section 1563) is to another member of such group and 
the transferee agrees to be liable for the recapture of the investment 
credit upon a subsequent disposition of such qualifying property.
Section 47(b) presently recognizes that an “early disposition” does not 
occur by reason of a mere change in the form of doing business. However, 
in order to come within this exception, several requirements are necessary, 
including (1) the retention by the taxpayer of a substantial interest in the 
trade or business and (2) a carryover basis to the transferee.
In the situation covered, the property has been sold or exchanged to 
a different corporation, but the controlled group of corporations has re­
mained intact.
Regulations section 1.47-4(b) provides for an agreement similar to 
that contemplated above in order to avoid recapture of investment credit 
where a corporation makes an election under section 1372 to be an electing 
small business corporation.
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Computation of 
Taxable Income
SECTION 61
Compensation for Services
Such items as commissions earned by an insurance agent on policies on 
his own life, real estate commissions received by a salesman on pur­
chases of real estate for his own account, and commissions on sales of 
securities made by a broker for himself represent reductions in cost 
and should not be treated as compensation for services rendered 
[section 61(a)(1)].
In Sol Minzer v. Commissioner, CA-5, 279 F2d 338 (1960), it was held 
that an agent’s commission on policies on his own life was income to him. 
In Kenneth W. Daehler v. Commissioner, CA-5, 281 F2d 823 (1960), the 
commissions received by a salesman on real estate purchased for his own 
account were considered to be compensation for services. In Leonard J. 
Kobernat, T.C. Memo 1972-132, commissions on purchases and sales of 
securities for the joint and separate personal accounts of a stockbroker and 
his wife were ruled to be includable in their taxable income.
No real economic income appears to be derived from the services 
rendered in such instances, and, therefore, no taxable income should arise 
from such transactions.
SECTION 62
Adjusted Gross Income
All unreimbursed employee business expenses should be deductible in 
arriving at adjusted gross income [section 62(1)].
Under current law, certain unreimbursed employee business expenses are 
deductible only as an itemized deduction and are not treated as a trade or 
business expense deductible in arriving at adjusted gross income. Section 
62(1) should be amended to include all trade or business expenses.
Currently, self-employed individuals may deduct all trade and busi­
ness expenses in arriving at adjusted gross income, whereas an employee is 
not able to deduct the same expenses unless he itemizes his deductions.
Regulations section 1.172-3(a) (3) and Revenue Ruling 55-600 
(1955-2 CB 576) state that wages and salary constitute income attributable 
to the taxpayer’s trade or business. Related expenses should be deductible 
from such income in arriving at adjusted gross income. The employee
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should be in the same position with regard to business expenses as the self- 
employed person. This type of treatment would encourage tax simplifica­
tion by allowing more taxpayers to use the standard deduction.
SECTION 162
Application of ''Overnight Rule" for Business 
Expenses
A deduction should be allowed for meal expenses on business trips 
whether or not the taxpayer is away from home overnight [section 
162(a)(2)].
Section 162 permits a deduction for business expenses incurred while away 
from home on business trips. The IRS has consistently disallowed such 
expenses unless the taxpayer is away from home overnight, except where 
business needs require that rest be obtained during released time.
Until 1967, the courts did not support the IRS, stating, in effect, that 
the word “overnight” does not appear in the IRC and, therefore, has no 
application. However, in 1967, the Supreme Court (United States v. Cor­
rell et ux. 389 US 299 [1967]) held that daily trips not requiring rest or 
sleep are not “away from home.” Business expenses incurred during such 
trips are not deductible. Thus, the traveling salesman away from home for 
over eighteen hours in a day and the businessman flying in one day from 
New York to Dallas and back to New York cannot deduct the cost of 
meals unless they rest sometime during the day.
Legislation should be enacted so that the taxpayer is required neither 
to be away from home overnight nor to rest or sleep to claim the 
deduction.
SECTION 167
Amortization of Intangible Assets
The cost of purchased goodwill, trademarks, trade names, secret pro­
cesses, formulas, licenses, and other similar intangible assets should be 
amortizable over a stated period fixed by statute to the extent that
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such items are not otherwise deductible under other sections of the 
code [sections 167, 177, 248].
The code permits a deduction for development of certain intangible assets 
(research and experimental expenses under section 174, and trademark or 
trade name expenses under section 177).
It is inequitable to treat the costs of intangible assets purchased by a 
taxpayer differently from those incurred in the development of intangible 
assets. A taxpayer who purchases certain intangible assets can amortize 
their costs if a definitely determinable life can be established for them or, 
failing that, upon proof of abandonment of the asset.
While it may be difficult or impossible to demonstrate with reasona­
ble certainty either a definitely determinable life or abandonment, the value 
of any intangible ultimately disappears. The recorded cost of such assets 
should be amortized over some period—if not the useful life, then an 
arbitrary time period.
A statutory provision for the amortization of the cost of intangibles 
would recognize the resolution of the accounting problems presented by 
such assets. The earlier accounting treatment of intangibles without a 
limited life was to defer their writeoff until it became reasonably evident 
they were worthless. Opinion No. 17 of the Accounting Principles Board 
of the American Institute of Certified Public Accountants (August 1970) 
states that the cost of an intangible asset should be written off over its 
estimated life and that such life should be determined by analysis of 
appropriate factors, but the period of amortization should not be in excess 
of forty years.
A similar rule should be established for tax purposes. In addition, 
there should be provision for recapture of claimed amortization in event of 
a sale or other disposition of the intangible asset.
SECTION 212
Deduction for Preliminary Investigation of Business or 
Investment Opportunities
Expenses paid or incurred by an individual during a taxable year with 
respect to a search for a prospective business or investment should be 
deductible regardless of whether the proposed transaction was 
consummated.
Prior to 1957, the IRS followed I.T. 1505 (I-2 CB 112) in permitting a 
deduction for expenses incurred in determining whether or not an invest­
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ment should be made. The ruling held that such an investigation constitutes 
a transaction entered into for profit and that upon abandonment of the 
enterprise the expenses incurred become a loss that is deductible in the 
year of abandonment.
Revenue Ruling 57-418 (1957-2 CB 143) revoked I.T. 1505 after 
reviewing the history of the application of the rule and established a new 
rule that “a loss sustained during a taxable year with respect to expendi­
tures incurred in search of a prospective business or investment is deduct­
ible only where the transaction has actually been entered into and the 
taxpayer abandons the project.”
Expenditures made in connection with a preliminary investigation of 
business or investment opportunities should be deductible even if a tax­
payer abandons the prospective project before entering into a material 
amount of activity in connection with it. Such preliminary expenditures 
should be equivalent to those that are admittedly deductible where the 
taxpayer had engaged in material activity. See Charles T. Parker, 1 TC 
709 (1943), distinguished by the IRS in Revenue Ruling 57-418.
There is no equitable justification for limiting the deduction of inves­
tigatory expenses to situations where the prospective business or invest­
ment was actually entered into and subsequently abandoned. If a taxpayer 
makes a good faith investigation of a business prospect entered into for a 
profit that is clearly identifiable and incurs expenditures reasonable and 
necessary thereto, he should be permitted a deduction for those expenses.
Taxpayers already engaged in a particular business are permitted to 
deduct expenses of investigating the expansion of their business into new 
areas. Thus, by not being allowed to deduct the expenses of investigating 
the establishment of a new business, a newcomer to a particular type of 
business is placed at a competitive disadvantage with not only those 
already in such business but also existing businesses seeking to establish 
new branches.
The deduction should be permitted under either section 165(c) (2) for 
expenses relating to business prospects or under section 212 for investment 
connected expenses.
SECTION 212 
Deductibility of Expenses of Estate Planning
It should be made clear that a deduction is allowable for the ordinary 
and necessary expenses paid or incurred in connection with estate 
planning.
The economic complexities of life today are immeasurably increased upon 
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death unless there has been proper planning for this event. For this reason, 
many individual taxpayers seek advice in the planning of their estates. 
Some of the benefits from such advice are assurance of the proper transfer 
of assets, the preservation and conservation of these assets until benefici­
aries are mature enough to own and manage them outright, saving of 
income and estate taxes, and obtaining increased liquidity for the estate.
In many instances, it is possible to demonstrate that the expense 
incurred for such advice is deductible because it was incurred for the 
management, conservation, or maintenance of property held for the pro­
duction of income. Thus in Bagley, 8 TC 131 (1947), acq. 1947-1 CB 1, 
the court allowed a deduction for fees paid for advice and planning with 
respect to rearrangement and reinvestment of a taxpayer’s estate.
A major part of most estate planning advice is the possibility of tax 
savings. Although the advice given is for future use as opposed to advice 
in connection with an immediate tax liability, the expense incurred to 
obtain such advice still should be deductible. Expenses incurred for tax 
advice should be allowed regardless of whether the advice is for present or 
future tax liability. Tax planning is accepted as a necessary defense, and 
the cost of obtaining advice to minimize or defer future tax liabilities 
should be as deductible as similar costs paid for present taxes.
No estate plan is complete without the drafting of necessary legal 
instruments such as wills or trusts. Since such costs are related to the other 
estate planning activities (that is, preservation of property, obtaining of tax 
advice, and so forth), the ordinary and necessary expenses for such advice 
also should be deductible.
This area is charged with uncertainty today, and it would be prefera­
ble to have a clear statutory statement that the ordinary and necessary 
expenses of obtaining estate planning advice are deductible.
SECTION 245
Certain Dividends Received From Wholly Owned 
Foreign Subsidiaries
The 100 percent dividends-received deduction should be liberalized by 
reducing the required percentage of ownership by the domestic corpo­
ration from 100 percent to 80 percent and permitting this deduction to 
U.S. corporations whose foreign subsidiaries have less than all of their 
gross income effectively connected with a U.S. trade or business 
[section 245(b)].
Section 245(a) provides that, if a foreign corporation is engaged in trade or 
business in the United States for a thirty-six-month period, and if 50
11
percent or more of its gross income for such period is effectively con­
nected with the U.S. trade or business, a corporate recipient of dividends 
paid by the foreign corporation is entitled to the 85 percent dividends- 
received deduction to the extent the dividend is paid out of earnings and 
profits attributable to gross income effectively connected with the foreign 
corporation’s U.S. business.
Section 245(b) provides that, in lieu of the 85 percent deduction of 
section 245(a), a 100 percent deduction will be allowed if (1) the foreign 
corporation is a 100 percent-owned subsidiary and (2) all of its gross 
income for the year creating the earnings and profits from which the 
dividend is paid was effectively connected with a U.S. trade or business. 
The 100 percent deduction is only available if a section 1562 election for 
the parent was not effective either in the year the earnings arose or in the 
year the dividend is received.
Section 245(b) is generally comparable to section 243(b), which 
allows a 100 percent dividends-received deduction for certain domestic 
intercorporate dividends. However, section 243(b) requires only the 80 
percent ownership needed for affiliated group status to qualify the dividend 
for the special deduction, rather than the 100 percent required in section 
245(b).
Further, the requirement that all gross income of the foreign corpora­
tion be effectively connected with a U.S. business seems extremely harsh. 
The benefits of the 100 percent dividends-received deduction could be lost 
entirely in situations where as little as $1 of the gross income of the 
foreign corporation is not effectively connected with a U.S. business.
It does not appear that there is any logical reason why the rules of 
section 245(b) should be more restrictive than those of section 245(a) as 
long as conditions comparable to those of section 243(b) are met. Accord­
ingly, section 245(b) should be amended to permit a 100 percent deduction 
in an appropriate case as long as there is 80 percent ownership by the 
domestic corporation and at least 50 percent of the gross income of the 
foreign corporation for a thirty-six-month period is effectively connected 
with a U.S. trade or business. The amount of this deduction would be 
computed on the same basis as is now provided for the deduction under 
section 245(a).
The result of these changes would be that, if the domestic parent 
could have made a section 243(b) election with respect to a foreign 
corporation’s dividends if the foreign corporation had been a domestic 
corporation, it would be permitted the same tax treatment as if such an 
election had been made, but only to the extent that the dividends are paid 
out of earnings and profits already subjected to full U.S. tax. In cases 
where a section 243(b) election would not be permissible if the subsidiary 
were domestic, either because of less than 80 percent ownership or the 
existence of a section 1562 election, the 85 percent deduction would 
continue to apply.
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SECTION 246
Limitations on Deductions for Dividends Received
The dividends-received deduction should be determined without regard 
to taxable income [section 246(b)].
Section 243(a)(1) allows a deduction to a corporation of an amount equal 
to 85 percent of the dividends that it receives from domestic corporations, 
but section 246(b)(1) limits the 85 percent deduction to 85 percent of 
taxable income. Section 246(b)(2) provides that the limitation in section 
246(b)(1) does not apply for any taxable year for which there is a net 
operating loss. The limitations imposed on the dividends-received deduc­
tion by sections 246(b)(1) and (2) cause needless complexity and some­
times provide an illogical result when the existence of an insignificant 
amount of net operating income causes a substantial curtailment in the 
dividends-received deduction which would not have occurred if a net 
operating loss (no matter how small) had existed.
SECTION 248
Amortization of Organizational and Reorganizational 
Expenditures
Organizational and reorganizational expenditures should be amortiz­
able unless taxpayer elects to capitalize.
Section 248(a) provides that organizational expenses may, at the election 
of the taxpayer, be amortized over a period of not less than sixty months. 
The regulations require that this election be made in the return for the 
taxable year in which the taxpayer begins business and that all of the 
expenditures subject to the election be specifically identified.
The rule should be that organizational expenses are amortizable 
unless an election is made not to amortize. This rule should be applicable 
to reorganizational expenditures as well as organizational expenditures of 
both corporations and partnerships. They should be treated uniformly. 
Cross reference, section 709, page 64.
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SECTION 265
Dealers In Tax-Exempt Securities
Dealers in tax-exempt securities should be allowed a deduction for 
interest expense attributable to securities carried in inventory to the 
extent such interest exceeds the exempt interest earned on such se­
curities [section 265(2)].
A dealer in tax-exempt securities may incur debt in order to carry such 
securities as part of his inventory. In such case, the interest expense is an 
ordinary and necessary business expense, and its deductibility should not 
be limited by rules more appropriate to investment activity. The guidelines 
issued in Revenue Procedure 72-18 (1972-1 CB 740) and the court deci­
sions cited therein make it clear that legislation is needed to permit the 
dealer a deduction for his interest expense. Such deduction should be 
reduced by the interest income earned on the exempt securities held in 
inventory. This rule would result in a clearer reflection of income in the 
business of dealing in exempt securities.
SECTION 267
Transactions Between Related Taxpayers
A taxpayer on the accrual basis should be permitted a deduction for 
unpaid expenses and interest of a taxable year if such amount is paid 
to a related person within the time prescribed for filing the return for 
the taxable year (including extensions) [section 267(a)(2)].
Under present law, a taxpayer is denied forever a deduction if payment is 
not made, actually or constructively, to a related person within two and 
one-half months after the close of the taxable year. This is true although 
the income will be taxable to the recipient at the time it is received. This 
rule has been especially harsh in practice due to the stringent two-and-one- 
half-month time limit for the payment. For example, in Revenue Ruling 
72-541 (1972-2 CB 645), it was held that when the two-and-one-half-month 
period ended on a Sunday, payment the following Monday was too late.
The principal purpose of the existing law is to prevent related tax­
payers from taking advantage of different methods of accounting so as to 
obtain a deduction without the related party’s reporting income. The pur­
pose of the law would be equally served if the payment date were extended 
to the due date of the accrual basis taxpayer’s return, including extensions.
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SECTION 269
Acquisitions to Evade or Avoid Federal Income Tax
It should be made clear that section 269(a)(1) does not apply in the 
case of an acquisition of control of one corporation by another corpo­
ration where both corporations were controlled by the same stock­
holders immediately before the acquisition.
Section 269 provides for the disallowance of deductions, credits, or other 
allowances in the case of certain acquisitions where the principal purpose 
of the acquisition is the evasion or avoidance of federal income tax. The 
section covers two types of acquisitions; (1) acquisition of control of a 
corporation and (2) acquisition of property of another corporation, the basis 
of which is determined by reference to the basis of such property in the 
hands of the transferor corporation.
In the case of the acquisition of property (number 2 above), there is 
an exception where the transferor corporation and transferee corporation 
were controlled by the same shareholders immediately before the acquisi­
tion. The exception insures that deductions, credits, or allowances will not 
be denied due to transfers within a single economic group.
As presently constituted, subsection 269(a)(1) can operate to deny 
losses or other deductions sustained within a single economic group. The 
congressional committee reports under section 129, Internal Revenue Code 
of 1939 (predecessor of section 269), do not indicate that this was intend­
ed. To the contrary, the reports cite the abuses of purchasing corporations 
with current, past, or prospective losses for the purpose of reducing 
income taxes. In the case of The Zanesville Investment Co., CA-6, 355 
F2d 507 (1964), the IRS even challenged the deductibility of losses sus­
tained after affiliation of two corporations that were owned by one indi­
vidual prior to affiliation.
Rulings published by the IRS have permitted the utilization of tax 
benefits through statutory mergers (or equivalent thereof) of controlled 
corporations, since the mergers constituted acquisitions of assets rather 
than acquisition of control of corporations. See Revenue Ruling 66-214 
(1966-2 CB 98), Revenue Ruling 67-202 (1967-1 CB 73), and Revenue 
Ruling 70-638 (1970-2 CB 71). There is no reason for a distinction.
Accordingly, it is recommended that subsection 269(a)(1) be 
amended to make clear that it does not apply where a corporation acquires 
control of another corporation and both corporations were controlled by the 
same stockholders before the acquisition.
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Corporate 
Distributions 
and Adjustments
SECTION 301
Recognition of Gain by Distributor Corporation
All gain recognized by a distributor corporation upon the distribution 
of property to a corporate distributee should be taken into account in 
determining the amount of the distribution and the basis of the dis­
tributed property [sections 301(b)(1)(B), 301(d)(2)(B)].
The present statute specifically refers to those sections of the law that 
provide for recognition of gain by distributor corporations from such things 
as the distribution of LIFO inventory, properties subject to indebtedness in 
excess of basis, appreciated property used to redeem stock, and gains 
recognized under sections 1245 and 1250. It is recommended that the 
language in sections 301(b)(1)(B) and 301(d)(2)(B) be changed to take into 
account all gain recognized by a distributor corporation, regardless of the 
particular sections that might create authority for such recognition, and that 
reference to selected sections be eliminated. For example, the distribution 
of installment obligations to a corporate distributee which creates gain 
recognized under section 453(d) (see Revenue Ruling 74-337, 1974-2 CB 
94) or the distribution of notes previously charged off as worthless, such as 
those in the case of First State Bank of Stratford, CA-5, 168 F2d 1004 
(1948), would not be covered by sections 301(b)(1)(B) and 301(d)(2)(B).
SECTION 302
Lost Basis When Redemption or Sale of Stock Is Taxed 
as Dividend
A redeeming or selling shareholder should realize a loss to the extent 
of the basis of the stock redeemed or sold in the event such redemption 
or sale is taxed as a dividend and such shareholder has no other shares 
to which such basis can be allocated.
Under section 302, a distribution in redemption of stock which does not 
qualify as a payment in exchange for such stock will be treated as a 
dividend under section 301. Similarly, under section 304, the sale of the 
stock of one corporation to another corporation will be treated as a 
redemption if the selling shareholder is in control of both corporations; and 
thus, if it does not qualify under section 302 as a payment in exchange for 
such stock, it will be treated as a dividend under section 301.
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The regulations under section 1.302-2(c) provide for allocation of the 
basis of the stock redeemed where the redemption is treated as a dividend, 
to other shares of stock held by the redeeming shareholder or his spouse; 
and similar provisions under regulations section 1.304-2(a) require alloca­
tion to shares held in the controlling acquiring corporation or the issuing 
corporation. However, no provision is made under these sections for 
allocations where the redeeming (or controlling) shareholder actually holds 
no stock to which such basis can be allocated.
Unless statutory provision is made to preserve the basis of stock 
redeemed or sold where such redemption or sale is treated as a dividend, it 
would appear that the basis in such stock “disappears” in many situations. 
See, for example, Revenue Ruling 70-296 (1970-2 CB 75), where under 
section 304, the controlling shareholder did not own stock in either the 
acquiring corporation or the issuing corporation after the sale. The Service 
rules that the basis of the stock surrendered by the shareholder “disap­
pears.” This result is obviously inequitable.
If a sale or redemption of stock has been taxed as a dividend on 
account of attribution (through family, partnership, estate, corporation, or 
trust) the basis of that stock could be allocated to the stock that was 
attributed. However, such a mandatory allocation could be inequitable in 
those cases where the person to whom such allocation was made does not 
have an actual identity of interest with the person whose shares are 
redeemed. Accordingly, it would seem appropriate to allow the redeeming 
or selling shareholder to realize a loss on the sale or exchange of such 
shares. The loss, generally a capital loss, would be allowable to the extent 
of the basis in such shares.
Accordingly, it is recommended that if a redemption or sale of stock 
is taxed as a dividend under section 301 pursuant to section 302 or section 
304, and the shareholder is unable to allocate the basis of such stock since 
no stock is owned in the redeeming corporation after the redemption or in 
the issuing or acquiring corporation after the sale, such shareholder will 
realize a loss on the sale or exchange of such shares to the extent of basis 
in the stock redeemed or sold.
SECTION 302
Constructive Ownership of Stock
The exception to the family attribution rule in determining a complete 
termination of interest should be clearly expanded to avoid attribution 
when the family rule would apply to any point in the chain of owner­
ship [section 302(c)(2)].
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Section 302(c) permits a distribution in termination of a shareholder’s 
interest as described in section 302(b)(3) to be treated as a distribution in 
full payment in exchange for stock, even though the family attribution rule 
described in section 318(a)(1) might otherwise prevent complete termi­
nation.
The position of the IRS is that the exception to the family rule avoids 
attribution between the redeeming shareholder and the next link but not 
between other links in the chain of ownership. In effect, the terminating 
shareholder must be an individual (see Revenue Ruling 59-233 (1959-2 CB 
106), Revenue Ruling 68-388 (1968-2 CB 122), and Revenue Ruling 
72-472 (1972-2 CB 202)).
Where stock in a corporation is owned by a son and by his father’s 
estate, of which his mother is the sole beneficiary, a complete redemption 
of the son’s stock will terminate his interest. The stock of the estate may 
be attributed to the wife as beneficiary, but under the family exception, the 
interest of the wife would not be reattributed to her son.
According to the IRS position, however, redemption of the stock of 
the estate will not result in complete termination of interest. The IRS 
considers that the stock of the son may be attributed to his mother for the 
sole purpose of reattributing the ownership to the estate. This is contrary to 
the result in a situation in which the mother owned the shares personally 
and the estate did not. Then, either the son or his mother could qualify for 
a complete termination of interest under section 302(c)(2).
The Tax Court has recently taken a view in opposition to the IRS in 
holding that redemption of the stock of an estate will result in a complete 
termination of interest. See Lillian M. Crawford, 59 TC 830 (1973), 
although the IRS has announced its nonacquiescence in 1974-2 CB 5.
It is recommended that the exception to the family attribution rule 
described in section 302(c) be applied to any point in the chain of 
ownership. The exception will then operate in a more logical and consis­
tent manner.
SECTION 303
Distributions in Redemption of Stock to Pay Death 
Taxes
The present provisions of section 303(b)(2)(B), permitting the benefits 
of section 303(a) in situations where the decedent’s estate includes 
stock holdings of two or more corporations, seem unduly restrictive. 
The percentage of ownership of the stock of each corporation required
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in order for the 50 percent test to apply should be calculated using 
constructive ownership rules.
This section of the IRC provides for aggregating the values of stock in two 
or more corporations if the estate owns more than 75 percent in value of 
the outstanding stock of each of such corporations. In Estate o f Otis E. 
Byrd, CA-5, 388 F2d 223 (1968), it was held that this test applies only to 
directly owned stock. Thus it is possible for an estate to own beneficially 
most of the stock of several corporations and yet not qualify for aggrega­
tion of the values, simply because some of the stock might be held by 
other corporations in the same group. It seems equitable that the construc­
tive ownership rules of section 318 be applied for determining qualification 
under section 303(b)(2)(B). These rules apply to redemptions under section 
302 and in the interest of consistency the constructive ownership rules of 
section 302(c) should be extended to section 303 redemptions.
SECTION 304
Acquisitions by Related Corporation Other Than 
Subsidiary
The present statute seems unclear and possibly conflicting in its word­
ing. It is recommended that in a brother-sister acquisition, even 
though the constructive ownership rules of section 318 might indirectly 
create a parent-subsidiary relationship, the transaction should be gov­
erned clearly by section 304(a)(1) rather than section 304(a)(2).
Section 304(a)(1) presently sets out rules for acquisitions of stock by 
related corporations other than subsidiaries. Section 304(a)(2) provides 
rules for acquisitions by subsidiaries. Under the constructive ownership 
rules of section 318, stock of a sister corporation can be attributed indi­
rectly to the brother corporation, or vice versa, thereby creating indirectly 
a parent-subsidiary relationship. A literal interpretation might then require 
that this type of acquisition (brother-sister) be construed under the provi­
sions of section 304(a)(2) rather than 304(a)(1). Since there is some 
difference in treatment under the sections, the statute should be amended to 
state clearly that an acquisition in a brother-sister situation be governed 
solely by section 304(a)(1), and that only a direct parent-subsidiary rela­
tionship be governed by section 304(a)(2).
Although not conclusive. Revenue Rulings 70-111 (1970-1 CB 185) 
and 71-527 (1971-2 CB 174) tend to clarify the area and appear to support 
the explication sought.
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Effect on Earnings and Profits of Distributions in 
Partial Liquidations and Stock Redemptions
Section 312(e) should be amended to provide that a distribution in 
redemption should first be charged to capital based on the percentage 
of stock redeemed, and the remainder to earnings and profits.
This recommendation follows the long-standing rule set forth in William D. 
P. Jarvis, 43 BTA 439 (1941), a f f 'd, CA-4, 123 F2d 742 (1941) to the 
effect that an allocable part of capital is deemed attributable to each share 
of outstanding stock. Under the Jarvis rule, the percentage of ownership 
represented by the stock redeemed is applied to the capital account to 
determine the portion of the distribution chargeable to capital. The remain­
ing amount is to be charged to earnings and profits.
The commissioner acquiesced to Jarvis (GCM 23460, 1942-2 CB 
190) but 28 years later revoked that position by issuance of Revenue 
Ruling 70-531 (1970-2 CB 76) and substituted a diametrically opposite 
rule. According to the ruling, the charge to earnings and profits is only the 
amount attributable to the stock redeemed. This method, however, was 
rejected by the Tax Court in Herbert Enoch, 57 TC 781 (1972), and again 
in Ronald D. Anderson, 67 TC — , No. 39, in which cases the court 
decided the Jarvis formula is the correct approach to determine the proper 
charge to capital and the resulting reduction to earnings and profits from a 
redemption distribution.
The conflict should be resolved through amendment of section 312(e) 
to support the Jarvis holding. The ruling does not have adequate basis and 
does not arrive at a logical result.
SECTION 312
SECTION 331
Installment Method Reporting in Section 337 
Liquidations
The installment method of reporting gain should be extended to gain 
attributable to the receipt of an installment obligation originally re­
ceived by a corporation in a sale of property under section 337.
Section 337, which was designed to insure that gain on the sale of 
corporate property is taxed no more than once, operates in conjunction
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with the rules under section 331. The provisions of section 331 require that 
property, including installment obligations originally received by the corpo­
ration in conjunction with the sale of assets and, in turn, received by 
shareholders in exchange for stock of the liquidating corporation, be valued 
at fair market value in determining gain or loss recognized on the 
liquidation.
The present law does not allow a shareholder receiving an installment 
obligation upon a complete liquidation to report his gain on the installment 
method notwithstanding that the obligation was originally received by the 
liquidating corporation pursuant to a sale of property under section 337. 
The only allowance made for the receipt of an installment obligation is 
consideration given to the terms and maturity date in valuing the obliga­
tion. This results in a situation where no gain may be recognized on the 
corporate level, but a tax will be due on the shareholders level. Substantial 
taxes may be payable, although liquid assets may not be received. On the 
other hand, taxes can be deferred by selling the corporate stock on the 
installment method.
It is recommended that section 331 be amended to allow a share­
holder to report on the installment method that portion of gain on the 
liquidation of a corporation attributable to receipt of the installment obliga­
tion. Satisfaction of the installment reporting rules under section 453 and 
especially the limitation prescribed in section 453(b)(2) must be maintained 
through the date of liquidation. It is anticipated that the recapture of 
depreciation and investment credit would continue to be taken into account 
at the corporation level. This recommendation is consistent with the pur­
pose of section 337 and is more reflective of the economics of a liquidation 
in which installment obligations are the principal assets distributed to 
shareholders.
SECTION 333
Determination of Gain Upon Section 333 Liquidation
Realized gain to be recognized by a shareholder in a section 333 
liquidation should be computed with reference to stock or securities 
acquired by the distributing corporation after a date five years prior to 
the date on which the corporation adopts a plan of liquidation. Such 
holding period should include the transferor’s holding period where 
the stock or securities were acquired by the liquidating corporation in 
a section 351 transfer.
24
For purposes of determining the amount of gain realized by a qualifying 
shareholder in a section 333 liquidation, section 333(e) provides that gain 
is realized by the shareholder to the extent that the shareholder receives a 
distribution consisting of money or of stock or securities acquired by the 
distributing corporation after December 31, 1953. The purpose for the 
December 31, 1953 date was to deter corporations from investing cash in 
stock or securities in anticipation of a liquidation under section 333. The 
December 31, 1953 date has lost its significance and should be changed to 
allow for a cutoff date five years prior to the date on which the corporation 
adopts a plan of liquidation.
The acquisition date of stocks or securities, acquired by the corpora­
tion in a section 351 transaction, should include the holding period of the 
transferor. Section 917 of the Tax Reform Act of 1969 provides that, for 
1970 liquidations only, the corporate acquisition date of stock or securities 
includes the transferor’s pre-1954 holding period if the property was re­
ceived in a section 351 transfer. Based upon the aims and purposes of 
section 333, there are no policy reasons to restrict the carryover of the 
transferor’s holding period in a section 351 transaction to 1970 liquidations 
only.
SECTION 334 
Basis of Property Received in a Liquidation to Which 
Section 334(b)(2) Applies
In a section 334(b)(2) liquidation, at the election of the acquiring 
corporation, allocation of basis of a subsidiary’s assets should be made 
based on fair market values on the date the “80 percent control test’’ is 
met if the liquidation occurs within six months thereafter.
The basis of assets received in a liquidation to which section 334(b)(2) 
applies should be determined, when the liquidation occurs within six 
months after the date that the “80 percent control test” is met, by allocat­
ing the basis of the subsidiary’s stock in proportion to the assets’ fair 
market values on the date the “80 percent control test” is met. For all 
purposes of the Internal Revenue Code, the liquidation would be deemed 
to have been accomplished on such date.
Under regulations section 1.334-1(c)(4), the basis of the stock must 
be allocated to the assets on the basis of their fair market values on the 
date the assets are received upon liquidation. Enactment of this recommen­
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dation would eliminate this burden. Also, its enactment would eliminate 
complex basis calculations where disposition is made of the assets in the 
period between the purchase and liquidation dates, where new assets are 
acquired in that period, and where there are interim adjustments for 
liabilities and earnings and profits.
The subsidiary’s transactions, gains, and losses for the interim period 
from the date the “80 percent control test” is met until liquidation within 
the following six months would be reflected in the parent’s return as 
though the subsidiary were a branch, and the subsidiary would not reflect 
such transactions in its return. If the date on which the “80 percent control 
test” is met were a date other than the last day of the subsidiary’s taxable 
year, the subsidiary’s final return would include only the period ending on 
such date. In determining gains or losses, depreciation, and other tax 
effects with respect to the subsidiary’s assets in the parent’s return during 
the short period, the basis of the subsidiary’s stock in the hands of the 
parent would be allocated among, and become the basis of, the subsidi­
ary’s assets as of the date the “80 percent control test” was met.
As an alternative to reflecting the subsidiary’s transactions in the 
parent’s return for the period between the purchase and liquidation dates, a 
similar result could be achieved by allocating and assigning the parent’s 
basis for the subsidiary’s stock to the subsidiary’s assets as of the date the 
“80 percent control test” is satisfied. This allocated basis would then be 
used by the subsidiary in determining gains or losses on dispositions of its 
assets during the period up to liquidation and in computing depreciation for 
such period. The subsidiary’s recomputed basis would then pass to the 
parent without the adjustments provided in section 1.334-1(c) of the regula­
tions. The subsidiary’s cost for assets purchased by it during the interim, 
adjusted for depreciation (if any) for the short period, would become the 
parent’s basis for such purchased assets.
SECTION 334 
Basis of Property Received in a One-Month 
Liquidation
Section 334(c), which applies to the allocation of the adjusted basis of 
stock to property received in a liquidation under section 333, should 
be amended to provide that the adjusted basis of the shareholders’ 
stock is decreased by the fair market value of post-1953 securities 
distributed and the basis of such securities is their fair market value.
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The present rules for determining the basis of assets received in a liquida­
tion under section 333 are set forth in the regulations. These rules provide 
for the allocation of the adjusted basis of the shareholders’ stock to the 
property received according to the respective net fair market values of the 
property. In determining the adjusted basis of the shareholders’ stock to be 
allocated to property received, basis is increased by gains recognized and 
decreased by any money received. These rules produce an inequitable 
result in the situation where post-1953 securities are distributed and such 
securities result in the recognition of gain to the shareholders to the extent 
money and securities distributed exceed the corporation’s earnings and 
profits.
For example, assume a company with no earnings and profits has 
two assets, appreciated post-1953 stock and a building, with fair market 
values of $40,000 and $60,000 respectively. The sole shareholder, with a 
$55,000 stock basis, reports a capital gain of $40,000 upon liquidation 
under section 333. The adjusted basis of the stock is $95,000 and is 
allocated $38,000 to the stock and $57,000 to the building. Upon a 
subsequent disposition of the stock, the shareholder recognizes a gain of 
$2,000, despite the fact that a $40,000 gain was recognized previously 
upon distribution from the company. A more realistic result would be 
obtained if the securities were treated the same as cash when determining 
the adjusted basis of stock. Thus, the stock received would have a basis of 
$40,000 and the building a basis of $55,000.
The illustration points out the need for symmetry between section 
334(c) and section 333(e). Section 334(c) should be amended to provide 
that the basis of post-1953 securities distributed shall be equal to their fair 
market value and the adjusted basis of the shareholders’ stock is decreased 
by such fair market values.
SECTION 334
Basis of Property Received in Liquidation
Uncertainty exists regarding the expression “cash and its equivalent” 
as used in regulations section 1.334-1(c)(4). The phrase should be 
defined by statute in order to simplify the determination of basis to be 
allocated to assets received in corporate liquidations.
Because of uncertainty resulting from administrative practice and the reg­
ulations under section 334, Congress should establish statutory meaning for
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the term “cash and its equivalent” as it is used in allocating basis to assets 
received in a corporate liquidation. In Revenue Ruling 66-290 (1966-2 CB 
112), the IRS applied the term to certificates of deposit and savings and 
loan association accounts, as well as to cash deposits. The ruling stated, 
however, that the term does not include accounts receivable, inventories, 
marketable securities, and other similar current assets. Boise Cascade 
Corp., CA-9, 429 F2d 426 (1970), held that the phrase “cash and its 
equivalent” excludes marketable securities, inventories, prepaid supplies, 
and accounts receivable. The decision was followed by the Tax Court in 
Madison Square Garden Corporation, 58 TC 619 (1972).
These interpretations are unduly restrictive, and statutory rules for 
taxpayers are desirable. The definition should not be limited to cash; the 
basic concept that should apply is the liquidity of the particular assets 
involved and whether or not they can be converted to cash in a short 
period of time. Certainly, marketable securities meet this test and, in most 
cases, trade accounts receivable and inventory will be converted into cash 
in a relatively short time and should be treated similarly.
The failure to provide less restrictive statutory rules will continue to 
foster unreasonable results as, for example, the recognition of gain or loss 
upon realization of fully collectible accounts receivable balances existing at 
the date of liquidation. This is illustrated by the following tabulation, 
which indicates that the adjusted stock basis exceeds by $10,000 the tax 
basis of the distributor corporation’s assets; that is, a “step-up” of this 
amount is available.
No gain or loss would be recognized to the distributee corporation 
upon the full collection of the $15,000 of accounts receivable if such 
accounts were treated as “cash equivalents” in allocating its adjusted stock 
basis in the distributor corporation among the assets received in the 
liquidation.
By not treating the accounts receivable as “cash equivalents” the 
distributee corporation will recognize gain of $866 upon the full collection 
of these accounts. Such gain results from the mechanical allocation of a 
portion of the adjusted stock basis to the accounts in an amount that is less 
than the face value of the receivables (which, in the example, is assumed 
to be the fair market value of the receivables). Such potential gain would 
otherwise be reflected in the tax basis of the “Other Assets” at the 
liquidation date.
The practical effect of not treating the accounts receivable as “cash 
equivalents” is to create a double inclusion in income to the extent of the 
difference between the amount of stock basis allocated to the receivables 
and their fair market value. Clearly, this result is unreasonable, and could 
not have been the intent of Congress in enacting the provision.
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Adjusted basis of stock:
Assets of liquidating 
corporation:
Cash
Accounts receivable (face) 
Other assets
Total
Step-up in basis permitted
Allocation (to noncash and 
equivalents based on 
relative FMV of assets 
received in liquidation)
Cash
Accounts receivable 
Other assets
Total
Gain/(Loss) on collection 
of full amount of 
receivables:
Receivables 
Tax basis
Gain/(Loss)
Tax
Basis
$100,000
20,000
15,000
55,000
90,000 
$ 10,000
Fair Market Value
Relative FMV 
o f Noncash 
Amount or Equivalents
$ 20,000
15,000
70,000 
$105,000
17⅔%
82 ⅓%
100 %
$ 20,000
14,134 
65,866
$100,000
$ 15,000
14,134
$ 866
SECTION 337
Collapsible Corporations—Application of Section 337
The nonrecognition provisions of section 337 should apply to sales 
made by an otherwise collapsible corporation if any of the relief 
provisions would prevent the application of the collapsible corporation 
rules [section 337(c)(1)(A)].
At the present time the benefits of section 337 are denied to a corporation 
which falls within the general definition of a collapsible corporation of
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section 341(b) unless section 341(e)(4) applies. This is true even though the 
limitations contained in section 341(d) may prevent the application of 
section 341(a), the operative portion of the section, to any of the share­
holders. (See Leisure Time Enterprises, Inc., 56 TC 1180 (1971), and 
Revenue Ruling 63-125 (1963-2 CB 146).) There is no logical reason for 
prohibiting section 337 treatment in any case where section 341 is inopera­
tive. Section 337(c)(1)(A) should be amended to eliminate this defect and, 
at the same time, to refer to the special provisions of section 341(e)(4). 
The amendment should provide that section 337 is applicable to a collapsi­
ble corporation with immediate ordinary income on liquidation, and, if 
section 341 is not applicable because of the limitation of section 341(d), 
then section 337 should apply as if there were no collapsible corporation.
SECTION 337
Involuntary Conversions
Section 337(a) should be amended to provide a sixty-day period after 
involuntary conversion in order to adopt a plan of liquidation.
An involuntary conversion of property as a result of a fire or other casualty 
or as a result of a condemnation proceeding constitutes a “sale or ex­
change” that is eligible for nonrecognition treatment under section 337(a). 
However, in order to qualify, the corporation must adopt a plan of liquida­
tion on or before the date of such sale or exchange.
In many situations, it is difficult or impossible to take appropriate 
action to adopt a plan of liquidation before a sale or exchange resulting 
from an involuntary conversion occurs. For example, in some jurisdictions 
state (or local) condemnation action takes place upon the filing of docu­
ments in court without notice to the owner. This action is sufficient to 
cause the immediate transfer of ownership to the state and treatment of the 
transaction as a sale for tax purposes on that date. A right of litigation over 
the amount of the award is not sufficient to change the date of sale. See L. 
Clyde Dwight, 225 F.Supp. 933 (D.C. N.Y., 1963); a f f 'd CA-2, 328 F2d 
973 (1964). Under these circumstances it is impossible for the corporation 
to adopt a plan of liquidation and qualify for the benefits of section 337(a).
Similar to this is a case of the destruction of property by fire, 
whether or not the property is covered by insurance. Because the fire is the 
single irrevocable event that fixes the contractual obligation of the parties, 
the date of the fire is considered to be the date of the sale or exchange.
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See the decision of the U.S. Supreme Court in Central Tablet Manufactur­
ing C o., 94 S.Ct. 2516 (1974).
In order to prevent inequitable double taxation in these situations, it 
is recommended that section 337(a) be amended to provide a period of 
sixty days after the date of involuntary conversion within which a plan of 
liquidation can be adopted to obtain the benefits of section 337.
SECTION 337
Gain or Loss on Sales or Exchanges in Connection 
With Certain Liquidations
Section 337 should be amended to provide for nonrecognition of gain 
or loss upon the sale of property in connection with a partial liquida­
tion if a business has been terminated.
Section 337(a) currently provides that no gain or loss shall be recognized 
when a corporation sells or exchanges property within a twelve-month 
period in accordance with a plan of complete liquidation provided that all 
of the corporation’s assets are distributed in complete liquidation.
Section 331 provides that amounts distributed in partial liquidation of 
a corporation (as defined in section 346) shall be treated as part or full 
payment in exchange for the stock. Therefore, it is possible for a corpora­
tion to liquidate certain businesses that then can be sold by stockholders 
without the corporation paying tax on the sale of the business. These 
provisions would apply notwithstanding the continued existence of the 
corporation that operates a separate business. However, regulations section 
1.346-3 points out that, where partial liquidations are followed by a sale of 
the assets distributed to the stockholders, it will be questioned whether the 
corporation or the stockholders sold the assets.
Court Holding Company, 324 US 331 (1945), has been used by the 
Internal Revenue Service to impute gain from sales of distributed assets by 
shareholders to the distributing corporations. However, Court Holding 
Company had a very unfavorable fact situation. In Harry H. Hines, Jr., 
344 F.Supp. 1259 (1973), the Fifth Circuit Court of Appeals did not rely 
on the Court Holding Company case to impute gain to the distributing 
corporation. This opinion very clearly limited the Court Holding Company 
case to its facts. Therefore, that case should not be a deterrent to amending 
section 337.
The problem that partial liquidations are not covered by section 337
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has been further amplified in Revenue Ruling 76-429 (IRB 1976-45, 9). 
This ruling involved a subsidiary corporation that sold one of its operating 
businesses and then attempted to liquidate tax free pursuant to section 332. 
Shortly thereafter, the parent corporation transferred the assets of the 
remaining business that it had received in liquidation to a newly formed 
subsidiary. The IRS ruled that the liquidation and reincorporation be 
treated as a partial liquidation pursuant to section 346. The effect of this 
treatment was to impose a double tax, first to the subsidiary corporation 
and then to the parent corporation.
Accordingly, it is recommended that section 337 be amended to 
provide for nonrecognition of gain or loss on the sale of property in 
connection with a partial liquidation where an active business has been 
terminated, if the bulk sale rules regarding inventory and the other provi­
sions of section 337 are met, and if the distribution fits within the require­
ments of section 346.
SECTION 357 
Treatment of Accounts Payable as Liabilities Upon 
Incorporation of a Cash Basis Taxpayer
Section 357(c) should be amended to make it clear that accounts 
payable of a cash basis taxpayer are not liabilities within the intent of 
the section for purposes of determining gain upon incorporation of a 
business in a section 351 transaction.
Section 357(c) provides, in part, that in an exchange to which section 351 
applies, if the sum of the liabilities assumed exceeds the adjusted basis of 
the property transferred, then gain will be recognized to the extent of the 
excess. In the case of a cash basis taxpayer (that never received tax basis 
nor deductions for trade accounts payable), a literal interpretation of the 
section leads to an inequitable result clearly not within the intent of 
Congress. In many cases substantial income may be realized. See, for 
example, the following decisions: David Rosen, 62 TC 11 (1974); Peter 
Raich, 46 TC 604 (1966).
However, in John P. Bongiovanni, CA-2, 470 F2d 921 (1973), the 
Second Circuit reversed the Tax Court. It analyzed the legislative history 
of the provision and, consistent with its interpretation of congressional 
intent in enacting section 357(c), concluded that such trade accounts pay­
able are not “liabilities” for this purpose, drawing a distinction between tax 
liabilities and accounting liabilities.
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Similarly, in W ilford E. Thatcher CA-9, 533 F2d 1114 (1976), the 
Ninth Circuit reversed the Tax Court and partially rejected the Raich  
approach. However, the court also rejected the B ongiovanni rationale 
interjecting a third interpretation of the statute. Following Raich, however, 
the court, concluding that the term “liability” under section 357(c) encom­
passes trade accounts payable of a cash basis taxpayer, adopted a wash or 
setoff solution to eliminate income recognition under section 357(c) to the 
extent that trade accounts receivable transferred on incorporation were 
equal to or greater than the section 357(c) income.
The Second Circuit’s analysis and interpretation of the section in 
B ongiovanni seems to arrive at an equitable result whereas the Thatcher 
decision appears to represent only a compromise between the diametrically 
opposed decisions in R aich  and B on giovan n i. It is therefore recommended 
that in order to prevent further litigation, the wording of the statute should 
be amended to make it clear that the Second Circuit holding in 
B ongiovanni reflects the correct interpretation of the law.
SECTION 381
Obligations of Distributor or Transferor Corporations
Section 381(c)(16) should be repealed and section 381(c)(4) should be 
amended to eliminate inconsistencies which have led to the loss of 
deductions for obligations of the distributor or transferor assumed by 
the acquiring corporation.
When an acquiring corporation is determined to have negotiated for the 
assumption of obligations of the transferor corporation in a reorganization 
described in section 381(a)(2), section 381(c)(16) provides that the rules of 
section 381(c)(4) shall apply regarding methods of accounting to be used 
after the transaction. The application of these rules has led to inconsistent 
positions on the part of the IRS in which certain obligations such as 
reserves for warranties and pension costs result in no deduction to either 
the transferor or acquiring corporation. The IRS has taken the position that 
the transferor is not entitled to the deduction because the item is not yet 
accruable for tax purposes; it also takes the position that the acquiring 
corporation is denied the deduction because it is the financial liability of 
the transferor corporation.
Section 381(c)(16) should be repealed and section 381(c)(4) should be 
amended to make it clear that one of the parties to the reorganization 
should be entitl ed to the deduction.
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Pension, Profit Sharing, 
Stock Bonus Plans, Etc.
SECTIONS 401, 408
Excess Contributions to HR-10 Plans and IRAs
Sections 401 and 408 should be amended to provide that excess con­
tributions to HR-10 plans or individual retirement accounts are not 
includable in gross income of the distributee if
1. No deduction is allowed under sections 404, 219, or 220, as the case 
may be, with respect to such excess contribution.
2. The amount of the excess contribution is eliminated by repayment 
from the plan.
3. Such distribution is accompanied by the amount of net income 
attributable to such excess contribution.
4. The net income described in 3 is included in the gross income of the 
distributee for the taxable year (or years) in which it was earned 
(or the equivalent amount of tax on such net income is paid with 
the return filed for the year in which the repayment is received).
Present law requires any amount paid or distributed out of an HR-10 plan 
or individual retirement account to be included in gross income of the 
recipient. Furthermore, sections 72(m) and 408(f) impose a 10 percent 
income tax on the amount of premature distributions, which is in addition 
to any other income taxes payable on such distributions. The results of 
these provisions are inequitable in that they result in double taxation and 
the imposition of a penalty on amounts for which the taxpayer never 
received a tax benefit in instances in which contributions made on behalf 
of an owner-employee to an HR-10 plan or an employee to an individual 
retirement account are larger than the individual’s allowable deduction. 
This situation could inadvertently occur because of changes in circum­
stances occurring subsequent to the time a contribution is made and before 
the end of an individual’s taxable year. For example, an individual who 
has contributed to a retirement account may change jobs in midyear and 
become an active participant in a qualified plan of his new employer 
during that year. In this case, a retirement savings deduction is not 
allowed. On the other hand, a deduction may be allowable, but in a lesser 
amount, as in the case of an owner-employee whose earned income for the 
year is less than estimated at the time of his contribution to an HR-10 
plan.
Section 408 provides relief with respect to individual retirement 
accounts by excluding from gross income excess contributions returned 
before the due date (including extensions) for filing the return. This is not 
a satisfactory solution, however, because there may be instances when the 
individual is unaware of this time requirement or when an error affecting 
the allowable deduction is discovered after the time for making a timely
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withdrawal. (There is presently no similar relief provision with respect to 
HR-10 plans.)
A provision in the proposed amendment that would require that 
income earned on such excess contribution be included in the taxable 
income of the individual in the year (or years) in which such income was 
earned (regardless of the taxpayer’s method of accounting for tax purposes) 
or the equivalent amount of tax on such income be paid with the return 
filed for the year in which the repayment is received would eliminate any 
unwarranted tax deferral on such income. The existing penalties on excess 
contributions provided under sections 4972 and 4973 should be sufficient 
sanction and provide the incentive to avoid excess contributions and stimu­
late their timely withdrawals.
SECTION 402
Rollover of Pension Benefits to New Employer Plan
Section 402 should be amended to provide that if a participant termi­
nates his employment with an employer and becomes associated with a 
new employer he may roll over his benefits from the plan of the old 
employer to the plan of the new employer without satisfying a five-year 
participation requirement in the plan of the old employer.
Present law appears to impose a five-year participation requirement in the 
deferred compensation plan of an employer as a condition that an em­
ployee must satisfy when he terminates his employment and desires to 
have a tax-free rollover of such funds into the plan of the new employer.
Section 402(a)(5)(B)(ii) provides for a rollover of a lump-sum dis­
tribution. The lump-sum distribution as referred to in the previously men­
tioned section is one defined in section 402(e)(4)(A) of the Internal 
Revenue Code. Section 402(e) provides, in general, for a ten-year averag­
ing concept relative to the tax on certain distributions, including lump-sum 
distributions. Section 402(e)(4)(A) provides some limitations upon the 
circumstances in which section 402(e) is applicable. One of those as set 
forth in section 402(e)(4)(H) imposes the requirement that an individual 
has been a participant in a plan for five or more years in order for the 
distribution to constitute a lump-sum distribution as defined in section 
402(e).
It appears that the five-year requirement in section 402(e)(4)(H) is to 
prevent individuals from securing lump-sum distributions of cash after a 
short participation in a plan and then derive the benefit of capital gain 
treatment on that distribution.
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When an individual withdraws funds from one plan and rolls them 
over into a different plan, he is not economically better off than if he had 
not withdrawn the funds and, accordingly, the abuse and problem, to 
which section 402(e)(4)(H) and its five-year participation requirement was 
aimed, cannot occur.
Attention is further invited to the fact that where a plan is termi­
nated, as opposed to the situation in which the employee merely termi­
nates, the five-year participation requirement is not present. There is no 
justification in not requiring it where the plan is terminated and then 
having it as a positive requirement where the employee terminates. Ac­
cordingly, it is recommended that section 402 be amended to provide that 
the five-year participation requirement need not be satisfied where an 
employee withdraws funds from one qualified plan and rolls them over into 
the qualified plan of a new employer.
SECTION 415
Cost-of-Living Adjustments for HR-10 Plans and IRAs
It is recommended that section 415(d) be amended to include addi­
tional provisions for annual adjustment for cost-of-living for HR-10 
plans and individual retirement accounts.
Section 2440 of ERISA added IRC section 415, which applies limits on 
benefits and contributions. Trusts become disqualified if the plan provides 
benefits that exceed the limitations. For defined benefit plans, the benefit 
limit per participant is the lesser of $75,000 or 100 percent of the average 
compensation for the highest three years. For defined contribution plans, 
the contribution limit per participant is the lesser of $25,000, or 25 percent 
of annual compensation. Subsection (d) requires annual adjustments by the 
secretary or his delegate of these limitations for increases in cost-of-living 
in accordance with regulations to be prescribed using procedures similar to 
those that adjust primary insurance amounts under the Social Security Act 
(section 415(b)&(c)).
The explanation in the House committee report indicated that new 
HR-10 limitations were introduced as “part of the process of moving 
toward parity in the tax treatment of corporate plans and HR-10 
plans. . . . ” The purpose of the cost-of-living adjustments is “to prevent 
the erosion of the value of an employee’s pension due to inflation” ; the 
procedures are used in such adjustments of ceilings to be similar to “those 
used in adjusting the old age and survivors’ benefits under the social 
security law (but without regard to the timing or amount of any increase 
specifically authorized by action of the Congress).”
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Clearly, the intent of Congress, as expressed above, was to protect 
the retiree from the ravages of inflation. It appears that the failure to 
include in this context the limitations on IRA and Keogh contributions, 
$1,500 and $7,500 respectively, should be corrected to maintain the pro­
cess of moving toward parity and to reduce the impact of inflation upon 
retirement.
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Accounting Periods 
and Methods
Taxation of Unearned Income and Allowance of 
Deductions for Estimated Expenses
Sections 452 and 462 of the Internal Revenue Code of 1954 should be 
reenacted. Section 452 related to deferral of income received for per­
formance or delivery of service extending beyond the end of the 
taxable year in which such income is received. Section 462 allowed a 
deduction for reasonable additions to reserves for estimated expenses.
Unearned income. One of the basic principles of accounting is that income 
is validated by the delivery of goods or services accompanied by the 
receipt of cash or a claim for cash. Clearly, equity dictates that a business 
should not have to pay tax on money that is received but not yet earned, 
that is, where such receipt is burdened with an obligation to render service, 
and so forth, beyond the taxable year of the receipt. The present provisions 
of section 455 dealing with prepaid subscription income and section 456 
dealing with certain prepaid dues income, although not completely ade­
quate, do recognize this important principle. Regulations section 1.451-5, 
Revenue Procedure 71-21 (1971-2 CB 549), and Revenue Ruling 71-299 
(1971-2 CB 218) also recognize this principle and provide partial solutions 
for the problem.
A statutory provision should apply to receipts that carry a definite 
liability to furnish goods or services in the future. There should be no 
requirement as to any particular length of time subsequent to the end of the 
taxable year in which the liability to perform must be satisfied. If a 
maximum deferral period is considered necessary, it should not be less 
than five years.
Taxpayers should be permitted the option of electing the deferral 
treatment as to classes of unearned receipts. This would permit immaterial 
items to be treated on a nondeferral basis.
It is recognized that an adjustment may be required during a transi­
tional period in order to prevent substantial distortion of income.
Estimated expenses. For taxpayers on the accrual basis, another basic 
accounting principle concerns the matching of deductions and expenses of 
a fiscal period with the revenues applicable to such period, even when it is 
necessary to estimate the amount of such deductions and expenses.
At the time section 462 was repealed (originally enacted in the 
Internal Revenue Code of 1954), Congress expressed its endorsement of 
the basic principle of allowing taxpayers deductions for reasonable addi­
tions to reserves for estimated expenses, with adequate safeguards to
SECTION 452
43
prevent the possible abuses that were feared under section 462 as originally 
enacted.
A new provision allowing deductions for estimated expenses should 
now be enacted, with the following limitations, to make the provision 
workable and to gain additional experience with the problems that might be 
encountered.
1. The categories of estimated expenses for which reasonable additions to 
reserves would be deductible should be limited at the outset to lia­
bilities to customers, to employees, and to claims for multiple injury 
and damage. Provision for estimated liabilities to customers would 
include, for example, liabilities for cash and trade discounts, advertis­
ing allowances, allowances for defective merchandise, and so forth. 
Liabilities to employees would include, among other things, liabilities 
for workmen’s compensation claims. Liabilities for multiple injury and 
damage claims should be restricted to the potential liability estimated 
on the basis of events that occurred before the close of the taxpayer’s 
taxable year.
2. Taxpayers should be permitted the option of electing to deduct addi­
tions to reserves for estimated expenses on an item-by-item basis. A 
requirement for an all-inclusive treatment covering every conceivable 
item of eligible estimated expense would carry the danger of a greater 
revenue impact and of attempts by taxpayers to claim deductions for 
items that may ultimately be held to be improper in an effort to protect 
the validity of their election. An item-by-item election would permit 
taxpayers to deduct only those estimated expenses that are substantial 
in amount and that the taxpayers reasonably feel are contemplated 
within the scope of deductibility of estimated expenses.
3. In order to prevent any immediate unfavorable effect on tax revenues, 
a transitional adjustment may be required.
SECTION 453
Elimination of Double Taxation Upon Change From 
Accrual to Installment Basis
Upon a change from the accrual to the installment basis of reporting 
taxable income from installment sales by dealers in personal property, 
installment payments actually received during the year on account of 
sales made in a taxable year before the year of change should be 
excluded in computing taxable income for such year of change and for 
subsequent years [section 453(c)].
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Under the Internal Revenue Code of 1939 a taxpayer changing from the 
accrual method to the installment method was not permitted to exclude 
from gross income for the year of change and subsequent years the gross 
profit which had been included in income and taxed in an earlier year 
when the taxpayer was on the accrual basis. The result was that such 
taxpayer was taxed twice on the same income.
The Committee Reports accompanying the Internal Revenue Act of 
1954 state that with the intention of eliminating this double taxation, 
Congress enacted section 453(c) of the Internal Revenue Code. Unfor­
tunately, that section does not go far enough, for it still requires that the 
gross profit from installment payments received after the change to the 
installment method be included in gross income in the year of receipt even 
though it had previously been taxed under the accrual method.
Actually, section 453(c) does not accomplish its intended purpose. 
Only limited relief is provided from the double tax penalty. Even if it is 
assumed that the tax rate and gross income are the same for the earlier 
year and the year of change, the net income and the final tax in the earlier 
year would probably have been smaller because the expenses of sale would 
have been deducted in the earlier year under the accrual method. Thus, the 
section 453(c) adjustment will not eliminate all the tax in the second year 
resulting from the inclusion of the gross profit. The double tax of section 
453(c), however, can be avoided by selling the receivables prior to the 
election to report on the installment basis. Although this technique does 
provide relief from the double tax, it adds to the incongruity of section 
453(c).
In order to accomplish equity among taxpayers who change from the 
accrual to the installment method of accounting for installment sales, 
taxpayers who adopted the installment method originally, and taxpayers 
who sell their receivables prior to changing to the installment method, and, 
in order to follow the expressed intent of the Congress, section 453(c) 
should be amended to permit a changeover to the installment method 
without double taxation.
SECTION 453
Open-End Sales
Section 453(b) should be amended to provide for installment sale 
reporting in any open-end sale where payments in the year of sale do 
not exceed 30 percent of the minimum sales price.
Section 453(b) allows use of the installment sales method, provided pay­
ments in the year of sale do not exceed 30 percent of the selling price. The
45
IRS maintains that to qualify for installment sale reporting, a fixed and 
determinable selling price must exist at the time of the sale. In Gralapp, 
CA-10, 458 F2d 1158 (1972), the Tenth Circuit Court of Appeals upheld 
the Commissioner in deciding that an open-end sale does not qualify for 
installment sale reporting. However, the court, by dicta, indicated that this 
decision should not be considered absolute in all situations involving open- 
end sales. The Ninth Circuit Court of Appeals confirmed this position in 
Steen, CA-9, 509 F2d 1398 (1975).
We recommend that section 453 be amended to provide for install­
ment sale reporting where payments in the year of sale do not exceed 30 
percent of the minimum sales price. Contingent payments received in 
subsequent years would adjust gross profit to be reported similar to the 
method approved by the Commissioner in Revenue Ruling 72-570, (1972-2 
CB 241). We believe this provision would be equitable and in accord with 
the intent of Congress in enacting section 453— namely, to provide a relief 
measure from the payment of tax on the full amount of anticipated profits 
when only a small part of the sales price has been paid in cash. Open-end 
sales frequently arise as a result of honest differences of opinion as to the 
real value of property sold. Where these differences of opinion exist, it 
may not be possible to complete the sale without use of installment 
reporting, because the seller would owe more tax on the sale than the 
amount of payments received in the year of sale.
This amendment would not only provide sellers an opportunity to 
consummate such sales with assurance about the resulting tax treatment, 
but would also eliminate much of the controversy that arises from the 
alternative use of the “deferred payment method” of reporting.
SECTION 472
Last-ln, First-Out Inventories
The LIFO conformity requirement should be satisfied if the reports 
referred to in sections 472(c) and (e) are prepared on the LIFO 
method in a manner not inconsistent with financial accounting rules 
promulgated by appropriate bodies with the responsibility to issue 
such rules.
Section 472(c) presently provides that a taxpayer may not properly elect to 
use the LIFO inventory method for federal income tax purposes unless it 
establishes to the satisfaction of the IRS that, for the taxable year of 
election, it has used no procedure other than LIFO to ascertain the income, 
profit, or loss for purposes of an annual report to shareholders, partners.
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other proprietors, beneficiaries, or for credit purposes. Section 472(e) 
provides that the same “conformity” type of requirement applies to the 
continued use of the LIFO method for future taxable years. Thus, where 
there is a variance between the LIFO method used for tax purposes and the 
method used to ascertain income, profit, or loss for annual financial 
reporting purposes, the IRS may terminate the LIFO election for a viola­
tion of these conformity requirements.
An “annual report” for these purposes has been interpreted by the 
IRS to include all the numerical data, footnotes, and commentary con­
tained in any report covering the entire taxable year, including annual 
financial statements, annual reports, and annual news releases.
The audited annual financial statements of corporate and other busi­
ness taxpayers must be presented in accordance with generally accepted 
accounting principles, and often must include disclosure therein of infor­
mation that may be technically in violation of the conformity requirement. 
In the case of companies registered with the SEC, such disclosures may be 
necessary in order to satisfy the requirements of that agency’s reporting 
and disclosure rules and regulations according to the provisions of the 
Securities Acts of 1933 and 1934. Such rules and regulations have been 
modified from time to time to require more complete disclosure of financial 
information consistent with the purposes of those acts. Moreover, the SEC 
rules embrace the disclosure requirements of generally accepted accounting 
principles.
Generally accepted accounting principles are promulgated by an au­
thoritative accounting body, such as the Financial Accounting Standards 
Board for periods since July 1973, and prior thereto by the Accounting 
Principles Board of the American Institute of Certified Public Accountants. 
A certified public accountant who is a member of the AICPA is prohibited 
by the rules of conduct governing his professional activity from “express­
ing his opinion that financial statements are presented in conformity with 
generally accepted accounting principles if the statements depart in a 
material respect from such principles, unless he can demonstrate that due 
to unusual circumstances application of the principles would result in 
misleading statements—in which case his report must describe the depar­
ture, its approximate effects, if practicable, and the reasons why com­
pliance with the established principles would result in misleading 
statements.”
In applying the provisions of sections 472(c) and (e), the IRS has 
generally acknowledged the practical need to accommodate the differences 
between the financial reporting disclosures necessary to satisfy the require­
ments of the SEC and/or generally accepted accounting principles, and the 
literal requirements of sections 472(c) and (e), so as not to preclude the 
use of the LIFO method by taxpayers. See, for example. Revenue Ruling 
74-586 (1974-2 CB 156) and the four prior rulings discussed therein. 
Revenue Procedures 75-10 (1975-1 CB 651), 75-30 (1975-1 CB 756), 76-7
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(1976-1 CB 546) and 76-36 (IRB 1976-44, 17), as well as Revenue Ruling 
76-379 (IRB 1976-40, 10).
The development of new and more complete disclosure requirements 
for financial reporting purposes is increasing substantially, and this process 
is likely to continue. For affected taxpayers who must as a practical matter 
issue annual financial reports, etc., with full disclosure on a timely basis, 
this has caused delays, complications, and uncertainty regarding such 
reports. Moreover, the establishment of other financial reporting disclosure 
requirements by the SEC and/or the FASB— such as the disclosure of 
replacement cost information—may be unduly hampered and complicated 
by the statutory inflexibility of present law.
Therefore, sections 472(c) and (e) should be amended to require only 
that the annual reports referred to therein be prepared on the LIFO method 
in a manner not inconsistent with financial accounting rules promulgated 
by appropriate bodies with the responsibility to issue such rules. Under this 
conformity proposal, the delay and uncertainty arising from required re­
porting and disclosures of non-LIFO information, whether in footnotes to 
the financial statements or otherwise, would be eliminated. Thus, the 
future use of the LIFO method would be simplified for taxpayers generally, 
and the administration of the conformity requirement would be substan­
tially less burdensome to the IRS and to other governmental agencies. To 
avoid the establishment of different standards for companies registered with 
the SEC and small taxpayers, this amendment should apply to all taxpayers 
who use the LIFO method, whether or not they are subject to SEC 
jurisdiction.
SECTION 472
General Use of Published Indexes
All taxpayers should be permitted to use published indexes to compute 
the last-in, first-out values of their dollar-value pools, and the IRS 
should be directed to publish acceptable indexes.
Under regulations sections 1.472-1(k) and 1.472-8(e)(1), only taxpayers 
using the retail method of pricing LIFO inventories may use retail price 
indexes prepared by the United States Bureau of Labor Statistics (BLS). In 
practice, TIR-1342 and Revenue Ruling 75-181 (1975-1 CB 150) have 
further limited the use of published BLS indexes to department stores. 
Other taxpayers engaged in the business of selling merchandise at whole­
sale and retail who intend to adopt the LIFO inventory method must
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develop their own retail price indexes based upon sound statistical meth­
ods, using their own specific data on prices and inventory quantities unless 
they can independently demonstrate accuracy, reliability, and suitability of 
use of BLS indexes to the satisfaction of the district director.
Under regulations section 1.472-8(e)(l), taxpayers not entitled to use 
the retail method of pricing inventories may ordinarily use only the double­
extension method for computing the base-year and current-year cost of a 
dollar-value inventory pool. Where the use of the double-extension method 
is impractical because of technological changes, the extensive variety of 
items, or extensive fluctuations in the variety of the items, in a dollar-value 
pool, a taxpayer may use an index method for computing all or part of the 
LIFO value of the pool. The index is computed by the taxpayer by double- 
extending a representative portion of the inventory in a pool or by the use 
of other sound and consistent statistical methods.
A statutory provision allowing all taxpayers to use published indexes, 
and requiring the IRS in cooperation with the applicable government 
agency to select and issue acceptable indexes applicable either on a general 
or specific industry basis at the option of the taxpayer, would greatly 
simplify the computation of LIFO inventories under the dollar-value 
method. It would, therefore, make the LIFO method much more practical 
and useable for smaller businesses upon which the present computations 
may be considered an inordinate burden, and thus simplify the administra­
tion of the tax law.
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Corporations Used 
to Avoid Income Tax 
on Shareholders
SECTION 534
Burden of Proof
Section 534 should be amended to provide that the burden of proof is 
always on the secretary or his delegate irrespective of the court in 
which the case is tried or any pleading by the secretary or his 
delegate.
Under present law, section 534 shifts the burden of proof to the secretary 
or his delegate in an accumulated earnings tax case in the Tax Court if the 
taxpayer files “a statement of the grounds (together with facts sufficient to 
show the basis thereof) on which the taxpayer relies to establish that all or 
any of the earnings” have not been unreasonably accumulated.
In cases having arisen to date involving the section 534(c) statement, 
the secretary or his delegate, in answering the taxpayer’s petition to the 
Tax Court, has generally denied the sufficiency of the grounds and ade­
quacy of the facts set forth in the section 534(c) statement and has 
generally pleaded an affirmative answer. Only in rare instances has the Tax 
Court found a taxpayer’s statement sufficient to shift the burden of proof. 
Experience has shown that more often than not the taxpayer’s statement of 
facts in support of the stated “grounds” for the accumulation was found 
wanting.
It has been a traditional concept of tax procedure that the taxpayer 
should be allowed to select the forum that is most convenient to him. 
Accordingly, if the burden of proof can be shifted to the secretary or his 
delegate in deficiency proceedings, it should also be possible to shift it to 
the government in refund proceedings.
The tax imposed by section 531 on corporations improperly accumu­
lating surplus is a penalty tax rather than a tax on income. In any 
proceeding, the burden should be on the secretary or his delegate to show 
that a penalty is warranted, rather than on the taxpayer to show that a 
penalty should not be assessed. Accordingly, it is recommended that the 
filing by a taxpayer of a section 534(c) statement in an accumulated 
earnings tax proceeding should shift the burden of proof to the secretary or 
his delegate in all cases irrespective of (1) the court in which the case is 
tried and (2) any pleading the secretary or his delegate may file with 
respect to the sufficiency of the statement. The requirement of a statement 
of facts in a section 534(c) statement should be eliminated.
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SECTION 562
Liquidating Dividends for Personal Holding 
Companies
Section 562(b)(2) should be amended to allow a personal holding 
company which has been liquidated, and which subsequently has its 
undistributed personal holding company income increased, to treat 
such increase as dividends paid for purposes of the dividends-paid 
deduction.
Section 562(b)(2) presently provides that a personal holding company may 
treat liquidating distributions to its corporate shareholders as dividends to 
the extent of their share of undistributed personal holding company income 
(as ultimately determined) for purposes of the dividend-paid deduction. 
However, under section 316(b)(2)(B), distributions to individual share­
holders in liquidation may only be deducted if so designated in the Form 
1120 PH.
A problem arises when a personal holding company has its un­
distributed personal holding company income increased after it has been 
liquidated and its assets distributed to individual shareholders. Such in­
creased amounts of undistributed personal holding company income will 
not be deductible as a “deficiency dividend” under section 547 since there 
must be an actual distribution of the dividend to the shareholders in order 
to qualify as a deficiency dividend. Similarly, such distributions would not 
qualify as “liquidating dividends” under section 316(b)(2)(B) since no 
designation in the Form 1120 PH for such additional undistributed personal 
holding company income will have been made.
This problem was considered in the case of Michael C. Callan, 54 
TC 1514, aff’d CA-9, 476 F2d 509 (1973). The corporation had already 
been liquidated and the shareholders contributed cash to that corporation, 
and then immediately thereafter had the corporation pay a dividend of such 
cash. The Tax Court held that the corporation was liable for the personal 
holding company tax, and refused to treat the transaction as a genuine 
distribution pursuant to the deficiency dividend procedures, or pursuant to 
the liquidating distribution procedure (see also, L. C. Bohart Plumbing and 
Heating Co . , 64 TC 602 (1975)).
Therefore, section 316(b)(2)(B) should be repealed, and section 
562(b)(2) should be amended to allow liquidating distributions paid to 
individual shareholders to be treated as dividends to the extent of un­
distributed personal holding company income as ultimately determined, for 
purposes of computing the dividends-paid deduction. In order to protect 
against the possibility that the statute of limitations for the individual
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shareholders will have run, thereby allowing them to avoid treating the 
increase as a dividend, provision should be made to hold the statute of 
limitations open solely for the purpose of taxing such additional dividends.
SECTION 563
Dividends Paid After Close of Taxable Year by 
Personal Holding Companies
Section 563(b) should be amended to provide that dividends paid 
within the time for filing the federal tax return (including extensions) 
for a particular taxable year will be considered as paid during such 
taxable year to the extent such dividends do not exceed undistributed 
personal holding company income. This amendment would be limited 
to companies which have not been personal holding companies in any 
of the three preceding taxable years.
Section 563(b) presently provides that a personal holding company (PHC), 
in computing its undistributed PHC income, may elect to deduct dividends 
paid within two and one-half months after the end of a taxable year as paid 
on the last day of that year. But the deduction cannot exceed either the 
undistributed PHC income of the taxable year or 20 percent of the actual 
dividends paid during the taxable year.
The purpose of section 563(b) is to allow additional time after the 
close of the taxable year for a company to determine accurately its PHC 
income so it can pay out the dividends required to eliminate the penalty 
tax. However, the 20 percent limitation in section 563(b)(2) is too restric­
tive to allow the provision to accomplish this purpose. Many companies do 
not know the extent or existence of their PHC problem until after year end 
because of the difficulties of estimating their income and the complexities 
in determining PHC status before year end. Thus, the requirement that 
about 83 percent of the required dividends must be paid during the taxable 
year to use the 20 percent “after-year” dividend provision may actually 
afford little assistance to a company unknowingly caught in a PHC trap. 
Furthermore, repeal of this limitation would in no way affect the primary 
purpose of this penalty tax, which is to compel a distribution to the 
stockholders so that an income tax can be collected from them on the 
dividends received.
Therefore, section 563(b) should be amended to provide that divi­
dends paid within the time for filing the federal tax return (including
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extensions) for a particular taxable year will be considered as paid during 
such taxable year to the extent such dividends do not exceed undistributed 
personal holding company income. This amendment would be limited to 
companies which have not been PHCs in any of the three preceding 
taxable years.
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Estates, Trusts, 
Beneficiaries, and 
Decedents
SECTION 642
Unused Credits on Termination of an Estate or Trust
Additional tax credits not used by the estate or trust should be availa­
ble as carryovers to the beneficiaries succeeding to the property of the 
estate or trust.
Present law provides for the carryover to the beneficiaries succeeding to 
the property of a net operating loss, a capital loss, and the excess of 
deductions over gross income in the year of termination of the estate or 
trust. It would be equitable for the beneficiaries to be permitted the benefit 
of any credit normally subject to carryover—including investment and 
foreign tax credits—generated by the estate or trust and not fully utilized 
by the time of its termination.
SECTION 642
Separate Shares—Partial Termination
The deduction carryover provisions of section 642(h) should be ex­
tended to the termination of a single beneficiary’s entire interest in a 
trust having different beneficiaries where such interest represents a 
separate share as determined under section 663(c).
The deduction carryover provision of section 642(h) applies only upon the 
final termination of an estate or trust. The provision should be extended so 
as to include an apportionment of such deductions when there is a final 
termination as to a single beneficiary’s separate share in a trust where there 
are several beneficiaries.
SECTION 663
Corpus Distributions
The definition of the types of gifts and bequests which are excluded 
from the gross income of beneficiaries of estates and trusts should be 
expanded [section 663(a)].
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Payments of certain specific bequests or gifts of specific sums of money or 
specific property are not deductible from distributable net income of the 
estate or trust. Such payments are not includable in the income of the 
recipient. However, other distributions of the same nature and character 
result in a distribution of taxable income, and are taxed to the recipient, 
because they fail to meet the test of the exclusion in the code. The section 
663 exclusion test should be liberalized to permit exclusion from income of 
a beneficiary of
1. All bequests or gifts, unless payable solely from income, if paid all at 
once or within one taxable year of the estate or trust, or, in the case of 
installment payments, if distributed before the close of the thirty-sixth 
month after the death of the testator.
2. Any real property, tangible personal property (except money), or stock 
in a closely held corporation which is properly distributed within the 
thirty-six months following the death of the decedent.
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Partners and 
Partnerships
SECTION 703
Deficiency Elections for Partnerships
Section 703(b) should provide that elections permissible at the partner­
ship level will be considered timely if made in connection with a 
determination that a partnership in fact exists, notwithstanding the 
failure to have made such elections on a timely filed partnership 
return.
Section 761 provides only a brief definition of a partnership. It is possible 
that an examination by the IRS may result in the determination that an 
operational format utilized by taxpayers was in fact a partnership under 
section 761. Where taxpayers have acted in good faith in reporting taxable 
income or loss predicated on the belief that a partnership did not exist, 
they should not be penalized for failure to make otherwise allowable 
elections on a partnership return. Accordingly, the concept of an elective 
deficiency remedy, similar in intent to that of section 547 regarding 
deficiency dividends, should be made applicable under section 703(b). It 
should cover situations in which an IRS determination that a partnership 
exists would have the effect of nullifying good-faith elections made at the 
taxpayer level, or would prevent elections at the partnership level which 
would otherwise have been valid if a timely partnership return had been 
filed.
SECTION 706
Closing of Partnership Year
The taxable year of a partnership should close with respect to a 
partner who dies unless his personal representative elects otherwise 
[section 706(c)(1)].
Present law provides that the taxable year of a partnership does not close 
with respect to a partner who dies, unless as a result of such death, the 
partnership is terminated or a sale or exchange of the decedent's interest in 
the partnership occurs on the date of death. This provision prevents bunch­
ing of income in the final return of a decedent partner where otherwise two 
partnership years could close in such year. However, the inability to 
include such income in the decedent’s final return many times results in the
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loss of deductions and exemptions which could otherwise be offset against 
the decedent’s share of partnership income to the date of death.
It is recommended that the present rule be amended to provide that a 
partnership year with respect to a deceased partner shall close as of the 
date of such deceased partner's death, unless the deceased partner’s per­
sonal representative or other person responsible for filing the decedent’s 
final tax return elects to continue such partnership year for the decedent 
partner’s interest.
The amendment of section 706(c)(2)(B) by the Tax Reform Act of 
1976 reflected the intent of Congress to insure the propriety of allocations 
of income or loss where a partner enters or leaves a partnership during its 
taxable year. It is our view that the foregoing recommendation regarding 
the treatment resulting upon the death of a partner should be enacted as 
being in accord with such intent.
SECTION 709
Amortization of Organizational and Reorganlzational 
Expenditures
Organizational and reorganizational expenditures should be amortiza­
ble unless partnerships elect to capitalize.
Section 709(b) provides that organizational expenses may, at the election 
of a partnership, be amortized over a period of not less than sixty months. 
This election must be made in the return for the taxable year in which the 
partnership begins business, and all of the expenditures subject to the 
election must be specifically identified.
The rule should be that organizational expenses are amortizable 
unless an election is made not to amortize. This rule should be applicable 
to reorganizational expenditures as well as organizational expenditures of 
both corporations and partnerships. They should be treated uniformly. 
Cross reference, section 248, page 13.
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SECTION 754
Basis Adjustment of Partnership Property for Gift Tax 
Paid
The section 754 election should be extended to cover transfers by gift 
where the donor’s basis is increased by the gift tax paid on transfer of 
the partnership interest.
The optional adjustment to the basis of partnership property if an election 
is made under section 754 is recognized as appropriate in certain cases 
where the transferor’s basis for his partnership interest changes upon its 
receipt by his transferee. Thus it has been available under section 743(b) 
when the transfer occurs by sale or exchange or upon the death of the 
partner. However, it has not been available when the interest is transferred 
by gift. There was a distinction between the tax treatment accorded trans­
fers by death and gift before 1977. Property transferred at death generally 
acquired a basis that was stepped up to its date-of-death or alternate date 
values; but, the basis of property transferred by gift was adjusted only by 
the gift tax paid. Now, however, under the unified taxing system, the two 
forms of transfer are accorded similar treatment. In both cases the partner’s 
basis carries over, and the transfer taxes (determined by reference to a 
uniform rate scale) attributable to the decedent’s or donor’s appreciation 
constitutes an adjustment to the basis. Therefore, we recommend that the 
optional adjustment to basis be extended by bringing transfers by gift 
within the section 754 election and by amending section 743(b) 
accordingly.
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Regulated Investment 
Companies
SECTION 852
Deficiency Dividends for Regulated Investment 
Companies
Where a regulated investment company has acted in good faith in 
distributing 90 percent of its taxable income and the taxpayer’s taxable 
income is increased upon examination so that the 90 percent require­
ment is not met, the dividends-paid deduction should take into account 
a deficiency dividend procedure similar to the enactment of section 859 
under the Tax Reform Act of 1976 for real estate investment trusts 
[section 852(a)(1)].
Section 852(a) provides that a regulated investment company must dis­
tribute 90 percent of its taxable income in dividends. It is possible that an 
examination by the IRS may change the taxpayer’s taxable income signifi­
cantly, resulting in a tax liability because, as a result of the increase in 
taxable income, the taxpayer does not meet the 90 percent requirement.
The provisions regarding deduction for deficiency dividends, such as 
those of section 859, should be made applicable with respect to situations 
in which an IRS examination causes a regulated investment company to 
fall below the 90 percent requirement when prior to the examination the 
trust, in good faith, had distributed 90 percent of its taxable income.
The Congressional action in rectifying this situation for REITs in the 
1976 Tax Reform Act was proper and should also be extended on a parallel 
and equitable basis to regulated investment companies.
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Tax Based on 
Foreign Income
SECTION 864
Force-of-Attraction Doctrine
The limited vestige of the force-of-attraction doctrine should be re­
pealed so that U.S. source business-type income which is in no way 
related to the activities of a U.S. trade or business should not be 
treated as effectively connected income subjected to U.S. tax [section 
864(c)(3)].
Prior to the enactment of the Foreign Investors Tax Act in 1966, the 
taxation of a foreign taxpayer in the IRC was based on the “force-of- 
attraction” principle, under which, if the foreign taxpayer was engaged in 
trade or business in the United States, all U.S.-source investment and 
unrelated business income was “attracted” to and treated as part of the 
trade or business and thereby subjected to U.S. tax at regular rates.
The Foreign Investors Tax Act abandoned this principle as of January
1, 1967, and substituted therefor the “effectively connected” concept, under 
which a foreign taxpayer engaged in a U.S. trade or business is taxed at 
regular rates only on his business income (although the “effectively con­
nected” concept does attract to U.S. tax certain items of foreign source 
business income). U.S.-source income not connected with a U.S. business, 
usually investment income referred to in the IRC as “ fixed and determina­
ble annual and periodical gains, profits and income,” is only taxed at 
regular rates when that income is “effectively connected” with the conduct 
of a trade or business in the United States; otherwise it is not “effectively 
connected” and is taxed at a flat rate of 30 percent on gross income (or 
lower treaty rate where applicable).
Under section 864(c)(3), however, not effectively connected U.S.- 
source income which does not fit into the definition of fixed and determina­
ble annual and periodical gains, profits, and income is treated as “effec­
tively connected” and taxed at regular rates. Thus, even though such 
income is not factually “effectively connected” with a U.S. trade or 
business, it is still taxed as such. To this degree, there still exists the 
anachronistic “force-of-attraction” principle.
This rule is illustrated by example (3) of regulations section 
1.864-4(b) paraphrased below—
Foreign corporation X is engaged in the business of buying and selling 
of electronic equipment and has a branch office in the United States to 
sell electronic equipment to customers in the United States and 
elsewhere. The home office of foreign corporation X also is in the 
business of buying and selling vintage wines. However, the U.S. 
branch is not equipped to sell and does not participate in the sales of 
vintage wines. By virtue of the activity of its sales branch, foreign
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corporation X is engaged in trade or business in the United States. 
However, sales which do not relate to the U .S. branch are still treated 
as effectively connected income. Thus, if the home office directly 
makes sales of the vintage wines in the United States without routing 
such sales through its U .S. branch, that income is considered effec­
tively connected with the conduct of a trade or business in the United 
States.
U.S. tax policy made great strides forward when it adopted the 
“effectively connected” concept, since such concept is more in keep­
ing with economic and business realities. In the above example, for 
instance, since the wine sales are not in any way the result of 
economic or business activities of the U.S. branch, there is no 
reason, as a matter of policy, for the United States to tax the income 
from the wine sales. Accordingly, section 864(c) should be elimi­
nated from the IRC, or such other amendments should be made 
which would completely bury the “force-of-attraction” doctrine.
SECTION 904
Carryback of Excess Foreign Income Taxes
The two-year carryback provisions of the excess of foreign income 
taxes paid or accrued over the applicable limitations of section 904 
should be changed to three years [section 904(c)].
Section 904(c) provides that any foreign income taxes that are paid or 
accrued to any foreign country and that exceed the applicable limitations of 
section 904(a) are carried back two years and then forward five years.
The carryover concept of excess deductions and credits is employed 
in other areas of the IRC. With respect to the normal types of net 
operating losses, capital losses, and unused investment tax credits, a three- 
year carryback period has been determined by Congress to be the most 
appropriate and the IRC so provides. For some reason, however, the three- 
year carryback period has never been extended to section 904(c).
In the interest of consistency in the IRC, the three-year carryback 
provisions for net operating losses, capital losses, and unused investment 
tax credits should be adopted with respect to excess foreign income taxes. 
Such conformity would be achieved by amending the foreign tax carryback 
provisions from two years to three years.
74
SECTION 911
Definition of Earned Income of Unincorporated 
Business for Purposes of Section 911
The exclusion of earned income from foreign sources provided under 
section 911 should apply to net business income where business is 
unincorporated.
Considerable inequity exists where earned income from unincorporated 
business activities is defined with respect to gross income, rather than net 
income, from such business. If the exclusion is applied at the gross income 
level, the proportionate part of the business deductions applicable to the 
excluded gross income is nondeductible. The result is to permit, in every 
case, an exclusion of an amount less than the $15,000 maximum specified 
in the statute.
Such an approach discriminates against the self-employed or mem­
bers of a partnership. If a sole proprietor or partner who qualifies as a bona 
fide resident under section 911(a)(1) has gross income of $60,000 and net 
income of $15,000 from a business in which capital is not a material 
income-producing factor, his earned income exclusion would be $15,000 if 
applied at the net income level and only $3,750 if applied at the gross 
income level. If the business were incorporated and the taxpayer’s salary 
was equal to the net income of the business, he would exclude the entire 
salary from gross income. Since the only possible source of any reasonable 
compensation for personal services in the case of the self-employed is the 
net profits from the business, any tax benefit should be based on such net 
profits.
The IRS has apparently interpreted the law to apply the section 911 
exclusion against the gross income derived from an unincorporated busi­
ness. The IRS interpretation has been sustained in Anne M. B. B. Brew­
ster, 55 TC 251 (1970), and affirmed in 473 F2d 160 (DC Cir. 1972), and 
Anne M. B. B. Brewster 67 TC No. 28 (1976). However, the taxpayer’s 
position was sustained in Frederick H. Vogt, 38 AFTR2nd 76-5223 (Ct. 
Cl.) No. 427-74 (1976) in which the Court of Claims held that the 
exclusion for foreign income earned abroad applied to a partner’s net 
profits, not gross income. Because of the inequity resulting from the IRS 
position and the uncertainty resulting from the Brewster and Vogt cases, 
we believe that section 911 should be amended.
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SECTION 911
Exclusion of Earned Income From Sources Without the 
United States
The exclusion from gross income of earned income from sources with­
out the United States attributable to presence in another country for 
seventeen months granted by section 911(a)(2) should be allowed for all 
resident aliens.
In general, the tax laws do not distinguish between resident aliens and 
U.S. citizens. However, in one important respect there is a difference in 
treatment that results in an inequity to the resident alien.
A resident alien is taxed on his global income just as a citizen. 
However, if the alien works for an extended period of time outside the 
United States, he is taxed more severely than any citizen since he is not 
permitted the earned income exclusion under section 911(a)(2). There is no 
basis in reason or equity for this distinction.
The IRS announced its position in Revenue Rulings 72-330 (1972-2 
CB 444) and 72-598 (1972-2 CB 451). Aliens residing in the United States 
who are nationals of certain countries may avail themselves of section 
911(a)(2) benefits by reason of the nondiscrimination clause contained in 
the income tax treaty between those countries and the United States. 
Countries covered by nondiscrimination clauses in treaties now include 
Austria, Belgium, Canada, Denmark, Finland, France, Germany, Greece, 
Ireland, Luxembourg, The Netherlands, Norway, Pakistan, Sweden, 
Switzerland, Trinidad and Tobago, Union of South Africa, and the United 
Kingdom.
To clarify the application of section 911 to nationals of treaty coun­
tries other than those enumerated in the two rulings cited above and to 
extend its application to nationals of nontreaty countries (for example, 
Latin American countries), section 911 should be amended to permit the 
exclusion to all resident aliens, irrespective of whether a tax treaty is 
involved.
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SECTION 911
Exclusion for Overseas Housing of U.S. Citizens
It is proposed that the section 911 exclusion be broadened so as to 
allow an exclusion for the value of housing provided by an employer to 
U.S. citizens overseas, to the extent that such amount exceeds the 
value of comparable housing in the United States.
It is customary for the employer to charge the employee only the value of 
comparable housing in the United States, with the excess provided to the 
employee free of charge. This is the so-called “housing differential.”
In some cases the United States clearly does not tax the value of the 
housing differential to the employee. For example, if the employee can 
satisfy the “convenience of the employer” exclusionary tests of section 119 
of the IRC, no portion of the value of the housing is taxable to him. In 
other situations the present position of the Internal Revenue Service is that 
the housing differential is subject to tax.
It is submitted that it is inequitable, particularly in light of the 1976 
Tax Reform Act amendments to section 911, to impose U.S. tax on the 
housing differential described above, when no net economic benefit is 
conferred to the employee. Further, as the result of the 1976 Tax Reform 
Act, a serious disparity now exists between privately employed U.S. 
citizens working abroad and U.S. government employees working abroad. 
Under section 912 of the IRC, the latter group is entitled to exclude the 
value of government-furnished overseas housing.
Accordingly, it is proposed that Congress enact legislation which 
would broaden section 911 (or open section 912 to nongovernmental em­
ployees) so as to exclude from gross income the full housing differential 
described above. (While this recommendation is limited to housing, con­
sideration should also be given to exclusions for other overseas allowances 
which represent cost differentials without economic benefit.)
The exclusion for housing should not be tied to the housing allow­
ances for U.S. government employees, since there are a number of coun­
tries where there are relatively small numbers of U.S. government 
employees but where housing differentials are the largest, for example, in 
the Middle East. In such an instance, the U.S. government’s limited data 
base might not accurately reflect typical housing costs in those countries. 
Each situation should stand on its own and be based upon housing costs in 
the specific country involved.
The proposed exclusion should be limited only by a maximum 
amount which is reasonable under the circumstances, and the determination 
of the differential should be keyed to comparable housing in the United 
States. Where the differential is subject to personal income tax in the
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foreign country where the employee resides, it is suggested that a foreign 
tax credit be disallowed to the extent it applies to the excluded housing 
differential.
SECTION 958
Controlled Foreign Corporation Defined
Section 958 should be amended so that it is not possible for second-tier 
and lower-tier subsidiaries to be controlled foreign corporations where 
the first-tier foreign corporation is not a controlled foreign corporation 
[section 958(b)(3)].
Section 957(a) defines a “controlled foreign corporation” (CFC) as any 
foreign corporation of which more than 50 percent of the total voting 
power of all classes of stock is owned or considered as owned within the 
meaning of section 958 by U.S. shareholders. Therefore, a first-tier foreign 
corporation is not a CFC where more than 50 percent in value of its stock 
is owned by U.S. shareholders, provided the U.S. shareholders do not 
meet the voting power test. However, in such a case, although the first-tier 
foreign corporation is not a CFC, foreign subsidiaries in which the first-tier 
foreign subsidiary owns more than 50 percent of the total voting power are 
CFCs. This result, apparently contrary to congressional intent, is deter­
mined as follows:
1. Section 958 provides that for purposes of determining whether a 
corporation is a CFC under section 957, the constructive ownership 
rules of section 318(a), as modified, shall apply.
2. Section 318(a)(2)(C) as modified by section 958(b)(3) provides that, if 
10 percent or more in value of the stock of a corporation is owned, 
then the owner shall be considered as owning any stock owned by that 
corporation in the proportion which the value of the stock owned in 
the first corporation bears to the value of all of the stock of such 
corporation.
3. When applying section 318(a)(2)(C), section 958(b)(2) provides that if 
a corporation owns more than 50 percent of the voting power of all 
classes of stock entitled to vote, it shall be considered as owning 100 
percent of the stock entitled to vote.
An example to illustrate the application of the cited IRC sections 
follows. Assume foreign corporation F owns 60 percent of the one class of
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outstanding stock of foreign corporations X and Y, and Y owns 60 percent 
of the one class of outstanding stock of foreign corporation Z. The 
ownership in F is as follows:
Number o f Shares 
Class A 
Total (Non-Voting)
U.S. Shareholder 550 150
Foreign Share­
holders 450 25
1,000 175
Class B % o f Ownership
(Voting) Voting Value
400 48% 55%
425 52% 45%
825 100% 100%
The application of the various sections is as follows:
1. F is not a CFC since U.S. shareholders do not own more than 50 
percent of its voting power.
2. Under section 958(b)(2), F is considered to own 100 percent of X and 
Y, and Y is considered to own 100 percent of Z when applying 
section 318(a)(2)(C).
3. The U.S. shareholder under section 318(a)(2)(C) is considered to own 
55 percent of the stock of corporations X, Y, and Z; thus, they are 
CFCs.
To remedy this condition, section 958(b)(3) should be modified to 
read: “In applying subparagraph (C) of section 318(a)(2), the phrase ‘10 
percent’ shall be substituted for the phrase ‘50 percent’ and the phrase 
‘voting power' shall be substituted for the word ‘value’ used in subpara­
graph (C).”
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Gain or Loss on 
Disposition of 
Property
SECTION 1032
Gain on Lapse of Warrants on Corporation's Own 
Stock
Amounts received by a corporation for warrants and options on that 
corporation’s own stock should be treated in the same fashion as the 
proceeds of the sale of such stock whether or not the options or 
warrants are ultimately exercised and stock issued [section 1032(a)].
Regulations section 1.1234-l(b) and Revenue Ruling 72-198 (1972-1 CB 
223) hold that income results upon the expiration of warrants on a corpora­
tion’s own stock.
Because the sale of the stock itself would not result in income, 
neither should the sale of the warrants or options. The present IRS inter­
pretation puts a premium on form at the expense of substance. For exam­
ple, corporation X sells its common stock for $10 a share and three years 
later buys the stock back at $8 a share as the result of a decline in the 
market value of the stock. Under section 1032, no gain is recognized to 
corporation X. Corporation Y sells options on its stock, allowing the 
holder thereof to buy the stock at $10 per share, and receives $2 for each 
optioned share. Three years later, the stock having declined to $8, the 
warrants expire unexercised. Corporation Y would he deemed to have 
realized $2 per share of gain for tax purposes, even though for financial 
accounting purposes the $2 would be treated as part of capital surplus in 
the same fashion as the $2 realized by corporation X.
SECTION 1032
Exchange of Parent Corporation's Stock for Property
The nonrecognition of gain or loss provided under section 1032(a) 
where a corporation exchanges its stock for property should also apply 
where a subsidiary acquires property in exchange for stock of its 
parent transferred to it for the purpose of making such exchange.
Where a corporation acquires property in exchange for its stock, no gain or 
loss is recognized to the corporation by virtue of section 1032(a), and the 
basis of the property acquired is its cost, that is, the value of the stock 
given. If the property is then transferred to a controlled subsidiary as a 
capital contribution or in exchange for stock of the subsidiary, the ex-
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change would result in no gain or loss to the parent or to the subsidiary 
(see sections 351, 118, and 1032(a)), and the parent’s basis for the property 
would pass to the subsidiary under section 362(a).
If, however, the parent transfers its stock to the subsidiary, and the 
subsidiary directly acquires the property in a transaction in exchange for 
such stock of the parent, there may be adverse tax consequences, although 
the substance of the transaction is the same as in the case where the parent 
acquires the property and transfers it to the subsidiary. The tax uncertainty 
is whether the parent’s stock has any basis in the hands of the subsidiary. 
If there is no basis, the subsidiary would have a taxable gain equal to the 
value of such stock upon the exchange of the stock for property. This 
difference in tax treatment should not exist, particularly where the parent’s 
stock is transferred to the subsidiary for the purpose of making the 
acquisition.
To eliminate this inconsistent treatment, it is recommended that 
section 1032(a) be amended to make its provisions applicable where a 
subsidiary exchanges its parent’s stock for property, provided such stock 
was transferred to the subsidiary expressly for the purpose of such ex­
change. A subsidiary would qualify for this treatment only if it were 
controlled by the parent within the meaning of section 368(c). This would 
also make section 1032 consistent with the “A,” “B,” and “C ” reorganiza­
tion provisions which permit use of the parent’s stock by a subsidiary in a 
tax-free reorganization.
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Capital Gains and 
Losses
SECTION 1201
Capital Gains of Corporations: Alternative Tax
When net long-term capital gains exceed taxable income, the alterna­
tive tax rate should be applied to taxable income [section 1201(a)].
The tax liability of a corporation having an excess of ordinary deductions 
over ordinary income (an ordinary loss), and a net long-term capital gain 
in excess of such ordinary loss, is based upon the lesser of
1. The tax computed by applying the normal tax and surtax rates to 
taxable income (net long-term capital gain reduced by ordinary loss).
2. The alternative tax rate of 30 percent on the amount of gain.
Irrespective of which calculation provides the lower tax, the ordinary loss 
is absorbed by the net long-term capital gain. In some instances, the 
taxpayer received no benefit from the ordinary loss.
For example, a corporation has taxable income of $150,000, made up 
of net long-term capital gain of $175,000 and an operating loss of $25,000. 
Its tax is $52,500 (the lesser of the alternative tax rate of 30 percent 
applied to the entire net long-term gain or the normal tax and surtax of 
$58,500 on taxable income). If the corporation had realized only the net 
long-term gain, its tax still would be $52,500. Clearly, no benefit was 
received from the $25,000 operating loss.
The 30 percent maximum alternative tax should be applied to taxable 
income if such income is less than the net long-term capital gain. In the 
foregoing example, this treatment would result in an alternative tax of 
$45,000.
SECTION 1212 
Treatment of Capital Losses
Individual taxpayers should be allowed to carry back capital losses.
Section 1212 of the Internal Revenue Code allows corporate taxpayers to 
carry back capital losses to the three years preceding the year of the loss to 
the extent of capital gains in those years. Individuals, however, can only 
deduct capital losses to the extent of capital gains in the same year plus a
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limited deduction against ordinary income. Individual capital losses in 
excess of these amounts may not be carried back to prior years but are 
allowed an unlimited carryover to future years. Under existing law, if an 
individual sustains capital losses in one year and capital gains in a follow­
ing year, he can carry over the capital losses and deduct them against the 
subsequent capital gains. An inequity results, however, if the capital gains 
precede the capital losses, because an individual cannot carry back capital 
losses and deduct them against the prior capital gains.
Because of this inequity, it is recommended that the capital loss 
carryback provisions of section 1212 be amended to provide individuals the 
same carryback provisions presently allowed corporations. Such amend­
ment will eliminate litigation and controversies involving the determination 
of the year of a loss.
SECTION 1212
Treatment of Capital Losses—Carryback Election
Taxpayers entitled to a carryback of a capital loss should be provided 
an election to forego a carryback of the loss.
The Tax Reform Act of 1976 changed the net operating loss carryback and 
carryover provisions of the IRC to allow taxpayers entitled to a carryback 
of a net operating loss to elect not to carry back the loss in favor of a 
carryover only. It is recommended that section 1212 be amended to provide 
all taxpayers a similar election to forego a carryback of a capital loss in 
favor of a carryforward only.
SECTION 1244
Qualification as Section 1244 Stock
The requirement that section 1244 only applies if a plan exists should 
be eliminated [sections 1244(a), 1244(c)].
Section 1244 was added to the Internal Revenue Code of 1954 by the Small 
Business Tax Revision Act of 1958. The purpose of the act as set forth in
H. R. Rep. No. 1298, 85th Cong., 1st Sess., reprinted in 1959-2 CB 709,
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711, was to aid and encourage small business. Admittedly, it was not an 
attempt to settle all of the tax problems of small businesses. Specifically, 
the House Committee on Ways and Means summarized the primary goal of 
the bill as follows:
The bill is designed to increase the volume of outside funds which will 
be made available for the financing of small business. Encouragement 
of external financing is provided by the ordinary loss treatment ac­
corded investments in small business which do not prove to be suc­
cessful. In this manner the risk element in small-business investment 
will be decreased for all such investments, including the enterprises 
which ultimately succeed as well as those which fail.
During the period since the adoption of section 1244, a number of 
cases have been litigated, most of which have denied ordinary loss treat­
ment to shareholders of small business corporations. In these cases, the 
stock qualified as section 1244 stock within the meaning of section 1244(c), 
except that the corporate records did not document the existence of a plan 
at the time of issue.
The limitations of the benefits of section 1244 to taxpayers who insert 
certain phraseology in corporate records place undue emphasis on form 
and are inconsistent with the objectives of the 1958 act. Rather than 
encourage additional investment in small business, these continuing limita­
tions serve to stifle investment and increase the risk factor.
Accordingly, sections 1244(a) and (c) should be amended to broaden 
the scope of a qualified investment entitled to ordinary loss treatment and 
to eliminate the requirement that a plan be adopted. Loss on investments in 
small businesses in the form of stock or capital contributions held by a 
shareholder otherwise qualifying under the limitations of section 1244(a) 
and meeting the definitional requirements of section 1244(c)(1) (as 
amended) and section 1244(c)(2) should be treated as section 1244 property 
eligible for ordinary loss treatment.
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Readjustment of Tax 
Between Years and 
Special Limitations
SECTION 1313
Meaning of ''Determination"
The definition of ‘‘determination” for purposes of mitigation of the 
statute of limitations should be broadened to cover any situation where 
a taxpayer has paid a deficiency in tax and the statute of limitations 
has expired [section 1313(a)].
A “determination” now is limited in the case of deficiencies to court 
decisions, section 7121 closing agreements, and special agreements “signed 
by the secretary or his delegate.” In other situations, a “determination” can 
only take place as a result of a claim for refund. To prevent sections 1311 
through 1315 from being a trap for the unwary, it should be provided that 
if a taxpayer has paid a deficiency in connection with the tax for any year, 
the “determination” as to such deficiency shall be deemed to take place 
when the statute of limitations on filing a claim for refund expires (unless a 
claim for refund is filed before the expiration of such time).
SECTION 1313
Related Taxpayer Definition
The related taxpayer definition set forth in section 1313(c) should be 
broadened to include all taxpayers subject to a correlative adjustment.
Under present law, the provisions of section 1311 provide relief in cases 
where an inconsistent position is taken by the government or by a taxpayer 
with respect to the inclusion of income or allowance of a deduction which 
has already been taken into account in computing the taxable income of 
another taxpayer. The relief provisions are applicable in these cases only if 
the taxpayers involved meet certain relationship provisions specified in 
section 1313(c).
This provision has resulted in inequities that are due to the narrow 
relationships stated in section 1313(c). It is recommended that this provi­
sion be broadened to permit the relief provisions with respect to the 
mitigation of the statute of limitations to apply to all taxpayers to whom a 
correlative adjustment would alter the income tax liability of a year which 
is otherwise closed.
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Election of Certain Small 
Business Corporations as to 
Taxable Status
SECTION 1375
Distributions of Previously Taxed Income
Section 1375 should be amended to prescribe that the distribution of 
property other than money should be recognized as the distribution of 
previously taxed income.
The subchapter S election has proved to be substantially less useful than 
was originally intended because of complex and restrictive rules in the 
statute and in regulations issued by the Treasury Department. In particular, 
only a limited opportunity is granted for distribution of previously taxed 
income in later years. In this respect, the rules vary substantially from 
partnership treatment where withdrawal of earnings is not a taxable event.
This problem should be remedied by amending section 1375 to 
provide that the distribution of property other than money should be 
permitted as a distribution of previously taxed income.
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Tax on Self-Employment 
income
SECTION 1402
Definition of Retired Partner's Net Earnings 
From Self-Employment
Periodic retirement payments made by a partnership, pursuant to a 
written plan, to a retired partner are excluded from the definition of 
net earnings from self-employment if the requirements of section 
1402(a)(10) are met. Section 1402(a)(10), as presently drawn, unduly 
penalizes small business firms whose financial resources are limited 
and whose period of existence is uncertain. Accordingly, section 
1402(a)(10) should be amended to
1. Eliminate the requirement that the payments provided for by the 
plan must continue at least until the partner’s death.
2. Eliminate the section 1402(a)(10) absolute prohibition against there 
being any obligation to the former partner (other than for retire­
ment payments) or term repayments of capital.
3. Change the section 1402(a)(10) restriction calling for "no services” 
by the retired partner to “no substantial services.”
Under present law, retired employees who receive pension or similar 
payments from their employer are not subject to social security taxes 
thereon; also, as a general rule, employee plans provide that retiring 
employees can choose from alternative payout arrangements. Similarly, 
retired partners who receive retirement payments from their firm are not 
subject to self-employment taxes on such payments if they meet the 
requirements of section 1402(a)(10). But because section 1402(a)(10) re­
quires that such payments continue at least until the death of the retired 
partner, alternative payout arrangements are effectively proscribed. Since 
retirement payments to partners pursuant to section 1402(a)(10) are essen­
tially the same as employee retirement payouts, it would be equitable for 
partners to be able to choose their method of payment as do employees. 
Therefore, the requirement that payments must extend until death to be 
excluded from self-employment income should be eliminated.
Allowing retiring partners to choose a less-than-lifetime term for their 
payments is desirable to provide security for retirees, since the partnerships 
which most often provide pensions are service or professional partnerships 
with limited capital and, specifically in the case of smaller firms, an 
uncertain period of existence.
With respect to the prohibition of section 1402(a)(10) against obliga­
tions other than those for retirement payments, smaller firms with limited 
credit and financial resources frequently must pay out the former capital 
and other interests of a retired partner as an obligation over a period of
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years due to economic necessity. The need for stability in such enterprises 
should not be in conflict with the desirability of providing retirement 
payments to former partners and accordingly, the requirements of section 
1402(a)(10) (B) and (C) should be eliminated.
In addition, it is common for such retirement payment agreements to 
provide for consultation rights and noncompetition phraseology especially 
in view of the significance of individualized involvement in smaller firms. 
It is, therefore, recommended that the absolute restriction of section 
1402(a)(10)(A) on the rendition of any services by a retiree be mitigated 
by changing the term “no services” to “no substantial services.” Substan­
tial services can be defined by statute or regulations and can be referenced 
to social security benefit standards.
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Estate and Gift Taxes
SECTION 2014
Credit for Foreign Death Taxes
The limitation on the amount of foreign death taxes that can be 
credited against the federal estate tax should be determined on an 
overall basis.
The credit against the federal estate tax for foreign death taxes paid is 
subject to a limitation computed on a per country basis. That is, the credit 
is allowed only for foreign taxes paid with respect to property situated 
within the particular country to which the tax is paid.
Under the income tax provisions as revised by the Tax Reform Act 
of 1976, taxpayers must compute the foreign tax credit on an overall basis. 
Similarly, the credit for foreign death taxes should be determined on an 
overall basis.
SECTION 2504
Valuation of Gifts Made in Prior Years
Adjustment of the value of gifts made in prior years should be pro­
hibited, once the statute of limitations has expired, whether or not a 
gift tax was paid [section 2504(c)].
The value of a gift cannot be adjusted after the period of limitations for 
assessment has expired unless a gift tax was paid for the period during 
which the gift was made.
The period for adjustment of the value of a gift should close after a 
reasonable time because the record relating to valuation becomes stale. 
That is the fundamental rationale for the existence of a statute of limita­
tions in all instances. In this light, it is illogical to permit adjustments of 
valuations merely because during the period of the gift in question, the 
allowable exclusions and deductions surpassed the value of all gifts. There­
fore, it is proposed that section 2504(c) be amended to delete the require­
ment that a gift tax must have been paid for the period during which the 
gift was made in order that the prohibition on adjustment be invoked.
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Employment Taxes
SECTION 3402
Income Tax Collected at Source
Section 3402(m) should be amended to allow an employee additional 
allowances for deductions and credits to be taken in arriving at ad­
justed gross income (as defined by section 62).
Section 3402(m) allows an employee additional allowances for itemized 
deductions from adjusted gross income for the purpose of withholding 
taxes on wages.
Section 3402(i) allows an employee to have additional withholding 
deducted from his wages. Since an employer is obligated to withhold 
certain amounts or percentages of wages, the additional withholding is 
directed to cover income that would be subject to estimated payments 
(sections 6015 and 6153). There is no reason why an employee should not 
also be able to have additional allowances to cover deductions taken in 
arriving at adjusted gross income and credits taken into account in deter­
mining net tax liability.
Each year the Treasury Department must make many tax refunds 
which are attributable to deductions taken in arriving at adjusted gross 
income or foreign tax credits on income derived and taxed abroad and 
which would not otherwise generate a tax refund but for the withholding of 
taxes on wages.
It is therefore recommended that section 3402(m) of the Internal 
Revenue Code be amended to allow an employee additional allowances not 
only for itemized deductions but for those deductions allowed in arriving at 
adjusted gross income and certain credits. This change will not materially 
affect the revenue, but will reduce the amount of year-end tax refunds, and 
help reduce the technical complexity existing throughout our tax system.
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Qualified Pension and 
Other Benefit Plans
SECTION 4972
Tax on Excess Contributions for Self-Employed 
Individuals
Section 4972 (relating to HR-10 plans) imposes a tax of 6 percent of 
the amount of any excess contributions under the plan (determined as 
of the close of the taxable year) for the tax year in which the excess 
contribution occurred and for each subsequent tax year that the excess 
amount is not eliminated. Under the IRC, the 6 percent excise tax is 
imposed on an excess contribution for the tax year in which it is made 
even though the excess is withdrawn by the due date for the filing of 
the return. Section 4972 should be amended to provide that the excise 
tax will not be imposed provided that the excess amount (and any 
earnings thereon) is withdrawn no later than the time required for 
filing the income tax return (including extensions) for the year in 
question and such earnings are included in taxable income in the year 
in which earned.
The excise tax is imposed for the purpose of providing a direct incentive to 
avoid excess contributions and to stimulate timely withdrawals of excess 
contributions. The excise tax has as its objective the prevention of unwar­
ranted tax deferral that would exist from income on excess contributions.
The result of this provision is inequitable, however, in instances in 
which contributions made on behalf of an owner-employee to an HR-10 
plan are larger than the individual’s allowable deduction because of 
changes in circumstances occurring subsequent to the time such contribu­
tion is made and before the end of his taxable year. For example, a 
deduction may be allowable but in an amount less than the amount 
contributed when an owner-employee’s earned income for the year is less 
than estimated at the time of his contribution to an HR-10 plan. A 
provision in the proposed amendment which requires that income earned 
on such excess contribution be included in the taxable income of the 
individual in the year in which such income is earned (regardless of the 
taxpayer’s method of accounting for tax purposes) would eliminate any 
unwarranted tax deferral on such income.
The proposed amendment would conform the provisions of section 
4972 with the provisions of section 4973 (relating to individual retirement 
accounts) as amended by the Tax Reform Act of 1976.
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Procedure and 
Administration
Installment Payments of Estimated Tax by Individuals 
and Corporations
Sections 6015(a) and 6154(a) should be amended to raise the minimum 
amount required for individuals and corporations to pay estimated 
income tax.
Section 6015 provides, in effect, that individuals are required to file a 
declaration of estimated tax and pay such tax if they reasonably expect the 
estimated tax to exceed $100.
Section 6154(a) provides that corporations that reasonably expect 
their estimated tax for the year to be $40 or more shall make payments of 
estimated tax.
The complexities of computation and the burden of payment require­
ments upon small businesses and individual taxpayers with limited re­
sources, coupled with the expense of professional advice in order to 
understand and comply with these statutory requirements, necessitate the 
amendment of these sections of the Internal Revenue Code.
It is therefore recommended that estimated income tax payments for 
individuals be required only when it is reasonably expected that estimated 
tax will exceed $500 and that corporations be required to pay estimated 
income tax only when income tax payments are reasonably expected to 
exceed $1,000. These changes will not materially affect the revenue collec­
tions but will help reduce the paperwork, filing requirements, and technical 
complexity existing throughout our tax system.
SECTION 6015
SECTION 6072
Time for Filing Income Tax Returns
Section 6072 should be amended to provide that the due date for filing 
Form 990-T is to be the same as the due date, including extensions, of 
the related Form 990.
An exempt organization may be required by section 6033 to report certain 
financial and organizational information on Form 990 and by section 6012 
to report its unrelated business income on Form 990-T. The due dates for 
filing these forms are provided by sections 6033 and 6072 and are not the 
same. Furthermore, the need for a Form 990-T frequently does not become
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known until after assembly of the information for the Form 990; where an 
extension for filing the Form 990 has been obtained, the Form 990-T is 
already delinquent when its required filing becomes known.
Providing for the due date of the Form 990-T to be determined by 
reference to the due date, including extensions, of the related Form 990 
would simplify the reporting requirements for the taxpayer and ease the 
administrative burden of compliance. Furthermore, the IRS would be re­
lieved of the unnecessary paperwork burden caused by the filing of “pro­
tective extensions” for a Form 990-T that may not be required.
SECTION 6164
Extension of Time for Payment of Taxes by 
Corporations Expecting Carrybacks
Section 6164 should be amended to include not only net operating loss 
carrybacks, but also carrybacks arising from net capital losses, unused 
investment credits, unused work incentive program credits, and for­
eign tax credits.
Section 6164 permits a corporation, in a taxable year out of which a net 
operating loss carryback is expected to arise, to obtain an extension of time 
for payment of taxes due from the previous year. The purpose is to avoid 
requiring a corporation to pay taxes for a prior year when there is good 
reason to expect that a current net operating loss carryback would decrease 
the amount owing from the prior year.
This same purpose justifies amending the section to allow an exten­
sion of time for payment of the previous year’s taxes when a carryback is 
expected to arise as a result of net capital losses, unused investment 
credits, unused work incentive program credits, and foreign tax credits.
SECTION 6411
Tentative Carryback Adjustments—Foreign Tax Credits
Tentative carryback adjustments should be permitted for unused for­
eign tax credits in the same manner as now provided for operating 
losses, investment credit carrybacks, work incentive program credit 
carrybacks, and capital losses (in the case of corporations).
118
Section 6411 now permits taxpayers with net operating losses, unused 
investment credit carrybacks, work incentive program credit carrybacks, 
and corporate capital losses to file applications for tentative carryback 
adjustments (so-called “quick” claims) within twelve months of the close 
of the year in which the carryback arose. The amount of tax decrease 
resulting from the carryback must be refunded or credited within ninety 
days, subject to the right of the IRS to disallow the application in the case 
of material errors or omissions. The tentative allowance is subject to 
adjustment upon audit of the taxpayer’s return. This provision originally 
applied only to net operating loss carrybacks and was extended to unused 
investment credit carrybacks in 1966, net corporate capital losses in 1969, 
and work incentive programs in 1971.
The tentative adjustment procedure is designed to relieve taxpayers 
entitled to tax refunds from the economic burden of waiting until the audit 
of their tax returns is completed. Since examination of returns involving 
foreign income and tax credits is likely to be even more protracted than the 
usual audit, it appears logical that tentative adjustments of unused foreign 
tax credits also be permitted.
SECTION 6425
Quick Refunds (Forty-Five Days) as to Certain 
Corporate Quarterly Overpayments
Section 6425 should be amended to allow a corporate taxpayer to file, 
prior to the end of the taxable year, for a “quick refund” (forty-five 
days) as to certain overpayments of estimated installments.
Section 6425 provides that a corporation may, after the close of the taxable 
year and on or before the fifteenth day of the third month thereafter, and 
before the day on which it files a return for such taxable year, file an 
application for an adjustment of an overpayment of estimated income tax 
for such taxable year. Within a period of forty-five days from the date on 
which an application for an adjustment is filed, the IRS may credit the 
amount of the adjustment against any liability in respect to any tax on the 
part of the corporation and shall refund the remainder to the corporation 
provided the amount of the adjustment equals or exceeds (a) 10 percent of 
the amount estimated by the corporation on its application as its income 
tax liability for the taxable year and (b) $500.
Section 6425 was added in 1968 in order to try to avoid corporate 
overpayments as a result of the phase-out of the $100,000 exemption and 
the increase of the 70 percent test to 80 percent.
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However, there is no present provision which would allow a corpo­
rate taxpayer to request a “quick refund” as to the overpayment of a 
specific estimated installment; the corporation must wait until the close of 
its taxable year. This does not permit the prompt refund of overpayments 
needed by a corporation faced by a sharp reduction of income from sudden 
business reversals.
Therefore, section 6425 should be amended to allow a corporate 
taxpayer to file, prior to the end of the taxable year, for a “quick refund” 
(forty-five days) as to certain overpayments of estimated installments. The 
same 10 percent and $500 limitations applicable to past year-end applica­
tions (Form 4466) should apply to these refunds.
SECTION 6501
Limitations on Assessment and Collection—Transferee 
and Fiduciaries
Section 6501(c)(4) should be amended to provide for an extension of 
the statute of limitations by agreement for the estate tax as is now 
provided for other taxes.
Section 6501(c)(4) provides generally for extension by agreement between 
the secretary or his delegate and the taxpayer of the time for the assess­
ment of tax. However, the estate tax provided in Chapter 11 is excepted 
from this general rule. In many cases the estate tax is still in controversy at 
the end of the applicable period for assessment and provision for extension 
by agreement for perhaps an additional year or two would facilitate more 
expeditious settlement of the controversy.
SECTION 6511
Statute of Limitations on Refunds Arising From Net 
Operating Loss Carrybacks
Claim for refund with respect to a net operating loss carryback should 
be timely if filed within three years from due date, including exten­
sions, of the return for the loss year [section 6511(d)(2)].
If a taxpayer secures an extension for filing the tax return for a loss year, 
the statute of limitations on assessment will be extended to three years
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following the extended due date. Under section 6511(d)(2), however, claim 
for refund based on carryback of the net operating loss must be made not 
later than three years following the original due date of the return for the 
loss year. Thus a gap is created during which assessment may be permitted 
but adjustments giving rise to additional refunds are barred.
This gap should be eliminated by providing that a refund claim based 
on a net operating loss carryback will be timely if filed not later than the 
expiration of the statute of limitations for assessment of tax with respect to 
the loss year.
SECTION 6601
Interest on an Underpayment on Form 7004
It should be made clear that, where a corporation has obtained an 
extension of time for filing its income tax return under section 6081(b), 
interest will be charged on an underestimate only to the extent that the 
correct first installment exceeds the amount actually paid as a first 
installment.
A corporation is entitled to an automatic extension of time for filing its 
income tax return upon the filing of Form 7004 and the payment of one- 
half the estimated amount of its tax. Interest is quite properly charged 
where the corporation’s estimate of its tax is less than the tax which is 
ultimately shown on its return. However, the amount of such interest is 
computed on a basis which is inequitable. The IRS takes the position that 
interest should be computed as if the Form 7004 were a final return. Thus, 
it computes interest on the excess of the final tax over that shown on Form 
7004. The historical practice, before the enactment of section 6081(b), was 
to charge interest only on the difference between the correct first install­
ment and the amount paid as a first installment. The historical practice 
should be the present law.
The effect of the present practice is that an interest charge would be 
asserted under the following circumstances where no actual underpayment 
was involved:
Tax estimate per Form 7004 $100,000
Installment paid with Form 7004 $ 75,000
Tax per Form 1120 (final tax) $150,000
Under these circumstances, the Treasury’s position is that interest 
should be computed for three months on $25,000 (the difference between 
half the final tax and half the amount shown on the Form 7004).
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SECTION 6653
Underpayment of Tax Due to Negligence
Where there is an underpayment of tax due to negligence, the 5 
percent penalty should be imposed only on the tax effect of the negli­
gently reported items [section 6653(a)].
Under section 6653(a), a penalty of 5 percent of the total amount of any 
underpayment is imposed where any part of the underpayment is due to 
negligence or intentional disregard of rules and regulations (but without 
intent to defraud). It seems extremely harsh to impose a penalty on the 
total underpayment when other adjustments to taxable income unrelated to 
negligent reporting may have produced the greater portion of the underpay­
ment. Therefore, it is proposed that section 6653(a) be amended to impose 
the penalty on underpayment due to negligence only on that portion of the 
underpayment that is the result of the negligent reporting. The portion of 
the underpayment due to negligent reporting shall be the excess of (a) the 
tax computed after correctly reflecting the negligently reported items over 
(b) the tax computed without correctly reflecting the negligently reported 
items. All items unrelated to negligent reporting shall be correctly reflected 
in both (a) and (b) in the above computation.
SECTION 6672
100 Percent Penalty for Failure to Collect and Pay 
Over Tax
The enforcement of collection of a penalty under section 6672 should 
be stayed during a period of judicial review and determination if the 
taxpayer posts a bond equal to 150 percent of the unpaid amount of 
the penalty sought to be assessed and collected.
The penalty imposed by section 6672 applies only to the collection, 
accounting for, or payment over of all taxes imposed on a person other 
than the person who is required to collect, account for, and pay over such 
taxes. The Secretary of the Treasury or his delegate is given the right to 
assess and collect such taxes without judicial review. Judicial review 
cannot be had until at least a partial payment is made and suit instituted for 
recovery of the amount so paid.
Extreme hardships could result from the application of this section. It
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is possible that appreciated assets would have to be sold, resulting in the 
payment of income taxes on the profit, when a court might hold that there 
was no liability on the taxpayer for the penalty. Equity would demand that 
a person from whom amounts are sought to be collected under section 
6672 should have a right to post bond until such time as his liability is 
determined by judicial process. The posting of a bond by one and one-half 
times the amount of the tax would fully protect any loss of revenue which 
could be occasioned by delay in collection procedures.
SECTION 7502
Timely Mailing
The postmarked date of mailing should be deemed to be the date of 
delivery or the date of payment [section 7502(e)].
Section 7502 states the general rule that any return, document, or payment 
properly mailed before the due date will be deemed timely filed even if 
receipt is after the due date. However, there is an exception contained in 
subsection (e) relating to deposits mailed to banks or trust companies 
authorized by the government to receive such deposits. This exception 
imposes an undue hardship, requiring a more rigorous monitoring of due 
dates than the general statute seems to require. Accordingly, section 7502 
should be amended so that all of its subsections conform to the general 
rule that the postmarked date of mailing with the possible exception of 
metered mail shall be deemed to be the date of delivery or the date of 
payment.
Also, the section should be further amended to extend the “timely 
mailed—timely filed” rule to returns that were admittedly mailed after the 
due date, but for which the date of mailing is still of significance because 
of the escalating penalties applicable to more delinquent returns. In Sand­
erling 67 TC 15, the Tax Court recently approved of the Internal Revenue 
Service’s position that for purposes of assessing the monthly penalty on 
delinquent returns, the postmarked date of mailing would not be deemed to 
be the date of delivery. In light of the increasing uncertainty as to the 
timeliness of delivery after mailing, limiting the criteria for timeliness to 
the date of mailing would lead to more uniform administration of the 
penalty sections.
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